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INVESTMENTS 


INVESTMENT PSYCHOLOGY SINCE THE OUTBREAK 
OF WAR IN KOREA* 


Douctas H. BELLEMORE 


Boston University 


IN THE POST-WAR PERIOD, the philosophy of inflation has again 
underlined most of investors’ optimistic psychology toward stock 
prices although even in this short period there have been times when 
the inflation psychology was forced temporarily into the background 
and forgotten, and the psychology of pessimism prevailed. 

Experience indicates that it is difficult, if not impossible, for the 
majority of investors not to act en masse and especially not to be 
influenced by emotional news. Most human beings act with the 
crowd because it appears to be the logical and obvious thing to do. 
Ever since the New Dealers came into power there have been peri- 
ods such as 1936-37 and 1945-46 when the threat of inflation was 
well advertised and the only sensible thing to do was to get out of 
cash and into common stocks. This type of mass emotional infla- 
tionary psychology which at the time appears so rational has de- 
veloped every time commodity prices have risen sharply and every 
time sizable federal deficits have existed or been forecast by the 
Treasury Department. Yet in each case within a short period of 
time investors reversed themselves completely and stock prices suf- 
fered a major decline. The stocks were bought when they were high, 
as “long-term” inflationary hedges, but were liquidated when they 
were low. 

Practically everyone has a paper profit at the top of bull markets 
but the percentage that still have profits after a complete market 


* This article by Douglas H. Bellemore and the following two articles by Elmer C. 
Bratt, and Harold X. Schreder, with discussions by Jacob O. Kamm and George L. 
Lefler, were presented at a meeting of the American Finance Association in Boston on 
December 26, 1951. The program was under the chairmanship of Wilford J. Eiteman, 
University of Michigan. 
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cycle is very, very small. History demonstrates that the public which 
goes all out for the new era inflationary markets such as 1936-37, 
1945-46, and 1950~51 has always ended up with heavy losses. Of 
course, this time it may be different. Perhaps we are on the road 
to all-out runaway inflation without any intervening deflations and 
the majority of investors, for the first time, will be right. 

Most investors do not seem to understand that stocks have no 
direct connection with the general price level. Stocks are not com- 
modities and will not rise and fall with the rise and fall of com- 
modity prices. Stock prices over any but very short periods of time 
(except in the case of runaway inflation when the currency is in 
danger of complete destruction, will always bear a relationship to 
earnings and dividends and in a high tax economy to net earnings 
that can be received by investors after corporate and individual 
income taxes are paid on these earnings. Of course, the basis for 
or rate of the capitalization of these earnings and dividends vary 
considerably from time to time depending upon the relative opti- 
mism or pessimism of investors at the moment. Even in the case of 
runaway inflation in other countries where the currency has fallen 
to zero, stock prices lagged very considerably behind commodity 
prices and the stocks which had the best earnings and paid the high- 
est dividends in inflated dollars in general led the market. Many 
stocks actually decline in price during inflationary periods under 
conditions of poor earnings or no earnings. 


War REcORD OF COMMON STOCKS 


Upon our entry in World War I the market began a decline which 
continued until it became reasonably clear that our ultimate victory 
seemed assured. With the outbreak of World War II in Europe and 
with the history of our futile attempts at neutrality during World 
War I still fresh in their minds, many investors correctly anticipated 
our eventual entry into the world conflict. 

As a result of the anticipation of our involvement in the war, the 
stock market followed a declining trend from 1939 until our actual 
entry into the war on December 7, 1941. The decline became more 
serious following Pearl Harbor and continued as in World War I 
until the outcome of the conflict seemed to be balanced in our favor. 
In this case our victory against Japanese sea power at Midway and 
the Russians’ defeat of the Germans at Stalingrad indicated to the 
majority of investors that only the ultimate time of victory was then 
in doubt. 

History in this and other countries shows that in spite of the 
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well-known fact that wars, especially their aftermath, are admitted- 
ly very inflationary, stock prices decline until the decisive point of 
the war appears to have been passed. This was true in World War II 
even with the inflationary aftermath of World War I well known 
to investors. This phenomenon was true in all countries whether 
they were to win or lose the war, i.e., stock prices turned upward 
when the decisive point of the war occurred whether it pointed to 
the victory or the defeat of the country in question. 

It is the firm belief of the writer that investors en masse will again 
act emotionally and pessimistically if the United States again be- 
comes involved in an all-out war, that is, in World War III. The 
physical as well as the mental shock will certainly be greater as far 
as people in the United States are concerned than was the case at 
the outbreak of World War I or II. Logically they may seem to 
have been prepared for such an event, but when atom bombs start 
raining down on their cities pessimism will be quite prevalent until 
they believe that the decisive stage of the war has been passed. 

There are those who argue that investors, knowing financial his- 
tory here and abroad and having the inflationary aspects of wars’ 
aftermath very fresh in their minds, will not act again as they did 
at the time of World War I and World War II. They argue that the 
stock market wil] decline little if at all should World War III break 
out, and that from the very beginning the war will be bullish on 
common stocks because the inflationary prospects will be so clear 
to all. Everyone will want to buy stocks, not sell them. 

These inflationists point to what actually happened when war 
broke out in Korea. They grant that there was an initial break in 
the market but point out that it was extremely temporary and short- 
lived, and that following this brief break in the market, inflation 
psychology has been paramount and the market has generally fol- 
lowed an upward trend ever since. The Dow-Jones Industrial aver- 
age reached 276 in September of this year, the highest point it has 
reached in twenty-one years. Does anyone need any further proof 
as to how investors will act during “wartime”? In the mind of the 
writer, however, there is all the difference in the world between 
actual all-out atomic war and the conditions under which we are 
now operating. If you are in Korea or have relations or close ties 
to those in Korea you feel the emotionalism of war; otherwise, to 
the cynic at least, it seems that to most Americans it is what the 
Germans were wont to speak of as the “happy war.” Certainly the 
majority of people in the United States emotionally feel very differ- 
ent now than they will if we become involved in all-out atomic war. 
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In the opinion of the writer, the market broke at Korea because 
it appeared to the majority of investors that this might be the cur- 
tain raiser for World War III. However, after the initial shock was 
over it became fairly obvious that if Russia was ready and waiting 
for an excuse to continue war, the excuse was there. When, how- 
ever, days and weeks passed and all-out war did not break out, the 
majority of investors quickly concluded that this was not the begin- 
ning of an all-out destructive war but rather that miscalculations 
on both sides had precipitated an incident which neither side de- 
sired to develop into a full-scale war. Rather, it was the beginning 
of a greatly stepped-up period of rearmament which would guaran- 
tee large federal deficits, boom business volume and strong infla- 
tionary trends indefinitely into the future. We were going to have 
the pleasing advantages of an inflationary war boom but except for 
higher taxes and some controls, we were not to experience the dis- 
advantages of war, particularly its mass destruction. 

The initial rise in the stock market after the outbreak of war in 
Korea was based quite largely on the inevitability of inflation in the 
minds of investors and the optimism that all equities would have a 
substantial rise based on the strong inflation that was developing as 
indicated by rapidly rising commodity prices and estimated federal 
deficits. 

The more selective investors picked those securities which had 
the best record in the World War II excess profits economy like the 
railroads or those which appeared the best inflationary hedge like 
the oils and metals, and sold securities like the utilities which had 
suffered under excess profits taxes. In spite of the gospel of inflation, 
however, the fact that stock prices are related to earnings and the 
earnings outlook and, while affected by inflation, are not tied to the 
price level became more and more evidenced. The stocks that lead 
the rise, and this has been especially true in 1951, have been those 
stocks such as the oils and chemicals which were expected to have 
the best earnings and dividend record. If they looked like long-term 
inflation hedges as well, they were especially good. 

On the other hand, such stocks as the automobile group which 
were admittedly going to be the recipients of large war orders but 
whose best net earnings after taxes were behind them reached their 
highs in the fall of 1950, and have never bettered those highs to 
date. Therefore, in spite of all the talk about inflation, those who 
purchased just any stocks a year ago on the basis that all equities 
were better than cash, rather than on careful selection of inflation 
equities whose earnings trends were upward, have already learned 
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a lot by experience. There are plenty of stocks in which it has been 
easy to establish losses in the last two years. Those who purchased 
low-grade or medium-grade railroad stocks because of their World 
War II record a year ago, are the wiser for their experience if they 
bought them a year ago and still own them. 

If earnings, at least as much as inflation, have been the basis for 
the bull market, why have stocks been considered cheap from June, 
1950, until today on the basis of earnings? During the entire post- 
war period and especially during the last year and one-half not only 
have the inflationists argued that stocks were cheap because the 
value of the dollar was in a long-term declining trend, but most ana- 
lysts have been trying to convince investors that stocks were cheap 
on the basis of existing price earnings ratios. There, of course, can 
be no argument that stocks have been selling at price earnings ratios 
historically low for a period of boom business such as the present. 
Ever since the hostilities in Korea began analysts have convinced 
the majority of investors that stocks were and are cheap not only 
because of the gradual trend toward inflation, but because the de- 
fense boom (short of war) would guarantee good business volume 
without the destruction of plants and equipment. Price earnings 
ratios based on current and future earnings prospects are histori- 
cally low even when adjusted to prospective net earnings after taxes. 
That investors have been convinced of this is one reason, the main 
reason, why stock prices have risen in the past year and one-half 
from 196 to 276, Dow-Jones. 

The analysts and investors who accept this premise are convinced 
that pre-World War II price-earnings ratios are the all-time basic 
standards which have been temporarily overlooked in the postwar 
years, but which must sooner or later come into their own with re- 
sulting higher stock prices. These individuals are unwilling to admit 
that in the unsettled world in which we live price-earnings ratios 
may not have been low from 1947 to 1951 by accident. 

Those investors who state that stock prices are cheap because of 
their low price-earnings ratios do not seem to be aware that the 
quality of present earnings is not as high as pre-1939 earnings 
because of the following factors: 

1. The possibility of postwar depression if by some miracle near 
peaceful conditions are restored throughout the world 

2. The possibility of a socialized state following a war or a de- 
pression 

3. The fact that earnings and dividends must be evaluated in the 
terms of a depreciated dollar. Furthermore, these investors overlook 
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or consider only temporary the fact that the relatively low market 
pricing of common stocks in terms of other boom periods may be 
partly the result of heavy taxation of the capitalistic classes, of the 
reduction of profits by taxes paid by the owners of equity securities 
when they receive these earnings in dividends, and of the squeeze 
on profits by the continuous wage cost and tax spiral. None of these 
factors are temporary and therefore those investors who justify pur- 
chasing stocks at current high levels because they are selling at 
price-earnings ratios historically low for boom periods may be oper- 
ating on a very unsound premise. 

Since last spring a few investors have begun to question the in- 
evitability of continually rising inflation uninterrupted by any de- 
flation. There have been enough of these to develop a strong utility 
market in recent months. A few have realized that even though in- 
flation may be inevitable in the long run that a careful analysis of 
long-term inflationary periods in other countries prove that it is not 
a one-way street and that investors have frequently been whipsawed 
during such periods by intervening periods of deflation in business 
and stock prices. Investors in those countries, and United States in- 
vestors, have proved to be at least as emotional, temporarily for- 
getting their philosophy or psychology of inflation, and became 
emotionally obsessed by the immediate deflation. 

The occurrence of any significant deflation would come as such a 
shock to most investors that it will drive all thoughts of inflation 
from their minds. Those investors and businessmen who have gone 
all out in their preparation for inflation will be ill prepared emo- 
tionally and liquidity wise for any important deflation should it 
occur. At least this is what history tells us about the record of infla- 
tion-minded investors of which there have been many in the United 
States and in France in the deflationary periods that have occurred 
in what has been a long-term inflationary period—1937-51. 

If the output from our tremendous and rapidly expanding pro- 
ductive capacity has made the inflation appear, to some at least, 
more than a little tired in the last nine months, might not the boom 
which rests as always on the continued expansion of our productive 
capacity be a little vulnerable to some deflation? If capacity for 
both butter and guns does not prove as short as was expected, per- 
haps it will not need to be increased as much as was expected—but 
this boom, as all booms (except those connected with all-out wars) 
is basically dependent on the continued large-scale expansion of our 
capital goods. 

Few investors today have real doubts in their minds and they do 
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not believe that any downward trend in business or stock prices can 
be more than very temporary if it could occur at all. They still be- 
lieve that inflation and good earnings in a boom-guaranteed defense 
economy is the order of the day. 

The bulls quite readily admit that in general the best earnings are 
behind us for some time. However, they still believe that inflation 
is guaranteed and they expect earnings and dividends after taxes 
to be very good. If the outlook for the next year or two should 
change and point to a really sharp reduction in earnings and divi- 
dends, we can be sure that the mass of investors will forsake their 
“long-term” inflation psychology and optimism, will turn sharply to 
pessimism, and stock prices would be adjusted downward in terms 
of the unexpected deflation and new earnings picture. Finally, if 
all-out war should break out it would be very far from bullish on 
common stocks in its initial stages. 











SHORT- AND LONG-TERM CAPITAL REQUIREMENTS 


ELMER C. BRATT 
Lehigh University 


THE SUPPLY OF NEW SECURITIES depends upon the amount of out- 
side financing for new capital requirements. Only new capital re- 
quirements are given attention here, and the problems arising from 
the split between home and outside financing are omitted. Mainte- 
nance and repair expenditures are not considered since they are ex- 
pended rather than capitalized. Replacement of capital is included 
because, by the very nature of the problem, replacements become 
an integral part of the process of capital formation. The treatment 
gives only scant attention to working capital requirements. Public 
construction is included because of the general nature of the prob- 
lem, even though no private financing is required and the amount of 
public construction is no key to public financing. Principal attention 
is given to private, durable capital formation. 


LONG-TERM APPROACHES 


Long-term projection is considered first. We interpret long-term 
requirements as the amount necessary to make available sufficient 
capital stock to employ our resources at peaks comparable to those 
experienced in the past. A satisfactory capital expansion would be 
great enough at a future date—say 1960—to provide the capital 
stock necessary to produce at a peak cyclical level in that year. The 
rate of capital formation implied, however, presumably would be 
less than that required in rapid cyclical expansion. 

The most common methods employed in projecting long-term 
capital requirements assume stability of some sort in the secular- 
trend percentage which capital requirements bear to GNP. The 
Council of Economic Advisers held in the Annual Economic Re- 
view, in January, 1949, that 11 to 12 per cent is required for do- 
mestic, private durable capital formation. Including public construc- 
tion, the percentage would be raised to roughly 13 to 15 per cent. 
Many analysts today would think a higher percentage is necessary. 
In the January, 1950, Review, one year later, the Council itself 
made an estimate of 14 per cent comparable to the 11 to 12 per cent 
noted above, but did so by employing a model somewhat similar to 
the capital-coefficient method described below. Capital requirements 


128 





7) 


en ee ee ee | 


I 





Short- and Long-Term Capital Requirements 129 


have recently been revised upward by many analysts because of the 
changed world situation and the revised estimates of population 
growth. 

Projection of the secular-trend proportion of GNP taken by capi- 
tal requirements is made difficult by the great variation which has 
occurred, as can be seen by inspecting Table 1. The variation re- 


TABLE 1 
INVESTMENT CATEGORIES AS Per CENT or GNP 
Each category, including GNP, separately deflated before computing percentage 
(in per cent of deflated GNP) 


Total 
Producers’ Private Private Public 
Year Total Equipment Construction Residential Construction 
1929 18.9 7.1 9.3 4.1 2.5 
1930 17.2 6.2 7.6 2.7 3.4 
1931 14.3 4-5 5-7 2.4 4.1 
1932 10.2 3.1 3.4 1.3 3-7 
1933 8.6 3.3 2.5 1.0 2.8 
1934 9.7 4.0 2.6 I.I 3.1 
1935 11.0 4.9 3.2 1.7 2.9 
1936 13.6 5.7 4.0 2.2 3.9 
1937 : 13.9 6.3 4.5 2.2 33 
1938 12.5 4.6 4:3 2.4 3.6 
1939 piciow.s Se 5.0 48 2.9 38 
1940 14.2 6.0 4.9 2.9 3.3 
1941 15.2 6.2 48 2.7 4.2 
1942 11.8 3.4 2.2 1.1 6.2 
1943 6.7 2.5 1.1 0.5 3.1 
1944 5.8 3:3 1.1 0.4 1.4 
1945 7.0 4.4 1.5 0.5 1.1 
1946 12.6 7.2 4.3 1.8 1.1 
1947 14.7 8.5 4.9 2.3 1.3 
1948 15.8 8.2 5-4 2.8 1.6 
1949 14.9 8.1 5.4 2.8 1.4 
1950 16.8 8.6 6.1 3.7 2.1 


Source: Department of Commerce figures. Only deflated figures were employed. 
GNP and Producer durable investment were taken from 1951 edition of National 
Income, p. 146. The construction figures were taken from Construction: Statistical 
Supplement, May, 1951, pp. 58 and 60. While the Commerce estimates of GNP have 
not been revised to include the more expanded construction coverage here employed, 
such a revision is scheduled; the resulting error in the percentage is slight. See National 
Income (1951) edition, Table 31, p. 198. 


sults from the compounding of many influences, including not only 
the business cycle, but also the major decline into the Great De- 
pression, the control of resource use in World War II, and shifting 
relative price levels. If nothing more than the business cycle were 
involved, a general trend line might provide the basis for a reason- 
‘ble background analysis. The Great Depression and the war intro- 
duce complications because of resulting huge backlogs and the prob- 
lem of judging the extent to which they have been worked off in 
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subsequent periods. The relatively great rise in construction prices 
raises a question of fundamental demand elasticity. Would the in- 
crease in construction in the postwar period have been substantially 
more if the price of construction had risen less? 

Capital coefficient method.—Because of all of these difficulties, it 
would seem best to think directly in terms of the forces causing 
changes in secular-trend requirements for capital. A model theoreti- 
cally suited to this purpose determines the capital stock required 
from the output estimated. A solution can be obtained if we know 
the size of the capital coefficient—the ratio of capital stock to a 
year’s output. Thus, having established the output of which we are 
capable, needed capital stock can be derived if the capital coefficient 
is known. Capital stock equals expected output times the capital co- 
efficient. Net capital formation is equal to changes in capital stock. 
Capital replacements may be taken as equal to the retirements 
which are to be expected if capital stock is assigned a given life. 
The gross capital formation estimate then is the sum of replace- 
ments and net capital formation. 

The capital coefficient method to be complete should also take 
into consideration the probability that shifts occur over time in the 
size of the capital coefficient. If an increase has been occurring in 
capital productivity in the sense that with improved technical con- 
ditions the same amount of capital produces a greater output, the 
capital coefficient has been declining. In aggregative terms such an 
argument is very convincing, but doubts arise when we examine the 
capital coefficient by industrial segments, as Fellner does in his May, 
1951, Income Conference paper, ‘““Long-Term.Projections of Private 
Capital Formation.” The capital coefficient varies greatly in size 
from one industrial segment to another. Differences in the size of 
the capital coefficient between industrial segments may have an im- 
portant influence on the movement of the coefficient for industry 
as a whole when important shifts in industrial composition take 
place. 

Uncertainty regarding changes in the size of the capital coeffi- 
cient, taken together with crudity of measurements of capital stock 
(and necessarily therefore of the capital coefficient), leads to the 
desirability of employing some more detailed method, at least as a 
check. 

Investment per employee method.—Capital requirements can be 
visualized as the amount necessary for a given labor force under 
the technical conditions existing at a stated time. Considering the 
labor force, or possibly total labor hours, as the independent vari- 
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able, capital requirements for changes in technical conditions can 
be considered separately. The present capital stock divided by the 
labor force it can be taken to employ yields an investment per em- 
ployee which may be considered representative of capital require- 
ments with unchanged technical conditions. The increased capital 
requirements needed to employ an added labor force are obtained 
by multiplying by the investment per employee. Capital require- 
ments necessitated by technical improvements are estimated by com- 
paring past increases in productivity with increases which occurred 
in capital investment per worker. 

Using this method Sumner Slichter’s interpretation of available 
information led him to conclude that, between 1879 and 1929, out- 
put per man hour increased 3 times while plant and equipment per 
worker increased 2.7 times. If the same relationship could be ex- 
pected to prevail in the future, the capital requirements for techni- 
cal improvements could be taken to depend on estimated increases 
in labor productivity. Implicit in the use of changes in the invest- 
ment per worker in the past to represent investment required for 
technical improvements are assumptions regarding changes taking 
place in the capital coefficient. The comparison must be recognized 
to involve a wide margin of error, especially when allowance is made 
for the crudity of capital stock estimates. 

In an effort to avoid underestimating investment requirements, 
Slichter assumed increased investment per worker to be propor- 
tional to increases in labor productivity. The capital stock required 
at a future date then was obtained by increasing it in proportion 
to the increase in the labor force and by further increasing the re- 
sulting figure by the proportionate increase expected in labor pro- 
ductivity. Change in the capital stock provides the basis for esti- 
mating added net capital requirements. 

Capital coefficient, with capital for technical improvements con- 
sidered separately.—lf we prefer, substantially the same procedure 
can be used with the capital coefficient. If-we assume that capital 
stock must increase in proportion to increase in the labor force and 
in proportion to increase in productivity, it is a truism that net in- 
vestment as a percentage of output is equal to the capital coefficient 
times the sum of the percentage increase in labor force and the per- 
centage increase in productivity. Colin Clark, for instance, used 
this method in his July, 1950, Fortune article, but he assumed the 
proportionate capital stock increase required for technical improve- 
ments to be slightly less than half the percentage increase in labor 
productivity. The proportionate increase in capital necessary to 
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make use of technical improvements may well be smaller than the 
productivity increase, but the relation between the two is still open 
to doubt. 

Replacement might be ignored and attention limited to increases 
in capital stock, in light of the fact that replacements should gener- 
ally not lead to outside financing. Actually, however, the dividing 
line between replacement and added capital is not very clear in prac- 
tice, and therefore past data on capital investment is most clearly 
stated on a gross basis. It is best for purposes of comparison to add 
an amount for replacement to investment requirements developed 
from estimated changes in capital stock. Capital stock divided by 
estimated average life provides an approximation of the replace- 
ment requirement. 

Correlation with manufacturing activity—The models outlined 
above relate investment requirements to total output. A method fre- 
quently advocated draws the relation to manufacturing production. 
Employing manufacturing production as the principal independent 
variable has the distinct advantage that investment activity is more 
closely related to manufacturing production than to total output, 
but the percentage of investment requirements is not then available 
as a direct contrast. 

Table 2 illustrates a simple procedure of relating the appropriate 
components of private investment to manufacturing activity. Hous- 
ing and farm construction are omitted because they are less closely 
related to manufacturing activity. Column 4 of Table 2 shows that 
there is a close relation of the investment activity included to manu- 
facturing production except for the war years and for 1929 and 
1930. The years 1929 and 1930 are representative of relatively high 
levels of investment existing in the twenties, although earlier years 
are not shown for lack of satisfactory data. The war years obviously 
are unrepresentative. 

If the correlation relationship shown in Table 2 is projected to 
some future date by employing an estimate of manufacturing pro- 
duction, projected investment in the specified categories will include 
replacement as well as increases in net investment. In this method 
no effort is made to estimate capital stock, but past investment, 
without elimination of replacements, is directly related to manu- 
facturing production. The contrasting capital-coefficient and labor- 
force methods directly estimate changes in net investment only. 

Aggregation of investment requirements by sectors——The esti- 
mate of capital requirements from over-all aggregates are neces- 
sarily vague and rather indefinite. Probably principal reliance will 
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come to be placed on separate estimates for major sectors of the 
economy, although it will not be possible to dispense with an over- 
all estimate as a total with which to check the sum of sector esti- 
mates. 

Much work has been done on estimates of investment require- 
ments for isolated sectors; the most important comprehensive work 


TABLE 2 


CorRRELATION OF DurRABLE INVESTMENT WITH MANUFACTURING ACTIVITY* 


(Included investment categories limited as noted) 











(1) (2) (3) (4) 
Manufacturing Non-farm, Non- 
Component of residential Private Ordinates of Points 
Industrial Construction plus Regression Deviation 

Production Index. Producer Durables Line (2)—(2) 
Year (1935-39100) (1935-39100) 125 + 55 
1929 IIo 180 93 55 
See8...... go 148 oe = 
1931 74 99 a z 4 
1932 57 55 87 are 
1933 ‘ 68 51 67 tei 
ee 74 64 88 Pre 
1935 87 80 116 oak ae 
1936 104 109 a. 
1937 113 111 ‘ 4 ‘ 
1938 7 93 83 no 
1939 109 107 4 A 
1940 126 137 151 a. 
1941 ; 168 164 219 = J 
1942... 212 98 290 —192 
1943 ios ee 74 365 —291 
1944 ; . .2§2 105 355 —250 
1945 214 142 294 2 ae 
1946 397 227 234 “= 9 
1947 ; ..194 259 261 — 2 
rr 198 278 268 + 10 
1949 183 260 243 + 17 
ae . .209 289 286 + 3 

* The regression line of the investment categories noted on manufacturing activity 

is Y = —52.9 + 1.6194X, using the years 1931-40 and 1946-So in the computation. 


on the problem was published in 1950 by the Twentieth Century 
Fund under the title America’s Capital Requirements: Estimates for 
1946-1960. This study is now in the process of extensive revision. 
Detailed estimates of capital requirements were given for twenty- 
eight sectors into which the total economy was divided. In making 
these industry-by-industry estimates, the first step taken was to es- 
tablish key over-all aggregates, including GNP, labor force, employ- 
ment level, and hours per week. Due to a very substantial under- 
estimate of population growth, the labor force estimate is at least 
10 per cent low in 1960 and GNP may be a third too low. The actual 
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estimates made are therefore of little current interest, but the study 
represents an important methodological step. 

The Twentieth Century Fund analyzed the past percentage taken 
by investment and studied its distribution among major sectors to 
provide perspective. The totals include in investment that financed 
by both the government and private industry. The Twentieth Cen- 
tury Fund considered separation according to public or private fi- 
nancing beyond the range of their studies. The estimated require- 
ments include all durable new investment, replacement as well as 
net. As a background, previous estimates of capital requirements 
in each of the sectors were reviewed. A procedure was then de- 
veloped which appeared most promising for the individual sector, 
and estimates were made of the future capital requirements for the 
sector. The sum of these requirements gives the estimate for the 
total economy. 

Simplified examples of the long-term approaches are presented in 
Table 3. There is no pretense that the figures are significant. No- 
tably, no consideration is given to possible changes in the length of 
the work week. The examples are presented to aid in comparing the 
different approaches and to visualize the steps in each. It was not 
possible to present an effective illustration of the aggregation of 
sectors. In making comparisons with Table 1, it will be noted that 
investment percentages used in the illustrations in Table 3 are 
high in comparison to those experienced in the period since 1929. 


THE SHORT-TERM PROBLEM 


In the analysis of long-term requirements, principal reliance is 
placed on the assumption that capital stock will be kept high enough 
to permit peak cyclical levels of activity. Under most conditions 
similar assumptions would be highly unrealistic with regard to 
short-term requirements. Much more emphasis must be placed on 
current demand conditions and much less on the supply of re- 
sources. 

Demand factors most frequently employed in projecting short- 
term capital requirements are profits and increase in output. The 
best relationship is usually obtained by relating capital expenditures 
to profits or increase in output several months to a year earlier. The 
writer has found a good relationship between private, non-residen- 
tial, non-farm construction plus producers equipment and corporate 
profits, 1921-date, by drawing the data from National Bureau and 
Department of Commerce national-income and product measure- 
ments. When profits have been rising and product demand has been 
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increasing, increased investment can be anticipated, everything else 
remaining equal. 

Profits and change in product demand, however, are only a par- 
tial answer. Especially in the case of equipment, investment plans 
may change quickly because of a shift in business anticipations. But 
without a measurement of business anticipations, little can be done 


TABLE 3 
ILLUSTRATIVE APPLICATION OF PROCEDURES FOR PROJECTING 
INVESTMENT REQUIREMENTS TO 1960 
(dollar values in billons, except those asterisked; all values in 1950 prices) 


I. Capital Coefficient Method 
A. Assume capital coefficient is 2.5 in 1950 and 1960. 
Assume GNP increases at 3.5 per cent a 3 per 


year; in 1960 ; . aes = $400 
GNP in 1950 ce oe aude = $283 
Ce ae Be Ns i wt ocesencsoeses cots = $708 
Capital stock in 1960 =$1000 
1960 net investment (capital stock increase 1959-60) = $34 
Replacement (crude estimate with 30-year life) = $33 





$67, or 16.7 per cent of $400 
B. Assume labor force applied grows at 1 per cent, 
labor productivity at 2.5 per cent, and technical im- 
provements call for 2 per cent rate of increase in stock 
of capital; capital coefficient, 2.5. 2.5 (1+2)—=7.5 per cent 


of GNP. 

7.5 per cent of $400 (= net investment ratio of 1960 

GNP) : “n 0.0) ee 

Replacement (crude estimate with 30-year life) = $33 

Total ; .. $63, or 15.8 per cent of $400 
II. Investment per Employee Method 

1950 investment per employee (capital stock at $708) =$11,500* 


Increase in employees (at 1 per cent per year), 1950—- 
606.4 million 


Investment required for additiona! employees = $ 7% 
Technical improvements, 2 per cent compounding of 

1950 stock = $zs5 
Technical improvements, stock for new workers =$ 8 
Total capital stock in 1960 = $945 

1960 net investment (capital stock increase 1959-60) = $28 

Replacement (crude estimate with 30-year life) = $33 

Total ; $61, or 15.3 per cent of $400 


III. Correlation with Manufacturing Activity 

Manufacturing production (1935-39 base) consistent 

with GNP of $400 = 332 
Producer durables plus non-residential, non- farm private, 

domestic, durable investment consistent with manufac- 

turing index of 312 = $46, or 11.5 per cent of $400 
The results in this procedure are not comparable with 

those in procedures I and II because of differences in 

coverage; in 1935-39, total durable investment, public 

and private combined, was 93 per cent greater; total 

private was 41 per cent greater. The comparable 1950 

percentages were 58 and 38, respectively. 
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to modify the relation expected from past profits and changes in 
demand. 

Inventory investment should be considered separately because its 
behavior does not always parallel the more durable types of invest- 
ment. Inventory investment probably is most closely related to 
changes in prices. 

An important part of investment demand is not closely related 
to current market conditions. As long as investment demand is de- 
veloped by the market situation, it is properly called induced. When 
the responsible forces arise outside the market, it is called autono- 
mous. We have ignored autonomous demand in the long-term 
analysis because any deviation of investment from current market 
conditions, beyond a brief period, will be reflected in the current 
market for other products. Investment will not forge ahead for long 
if product demand fails to justify it. In the short term, however, 
investment may forge ahead or fall behind the result theoretically 
to be expected from profits or change in market demand. Such may 
occur because of the promise of new industries or new inventions, 
rapid geographical redistribution, expected changes in taxes or gov- 
ernment control. Also, at least part of public construction is inde- 
pendent of the current market situation. 

The use of aggregates instead of interaction within sectors is par- 
ticularly treacherous when dealing with profits. No comprehensive 
short-term analysis of investment similar in scope to the Twentieth 
Century Fund study is available for the short-term problem. Since 
profits are likely to be more varied in their distribution than activity, a 
comprehensive development of the change in profits from detailed 
sectors may be particularly rewarding as a basis for analyzing the 
short-range investment outlook. In the major aggregates on profits 
an important difficulty arises from the fact that losses have been 
netted out. 

The Census of Manufactures figures on plant and equipment ex- 
penditure by manufacturing industry groups related to change in 
profits the preceding year show a high enough correlation to con- 
vince one that investment tends to flow to high profit areas. The 
writer found this relationship to be better for 1939 than for 1947, 
as one would expect from World War II influence on investment 
needs. 

The short-term outlook for capital requirements at the end of 
1951 is largely dependent upon a particularly powerful autonomous 
factor—tooling up for defense requirements. The fact that corpo- 
rate profits have been experiencing some decline does not appear to 
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have an important bearing on the outlook. The current probabilities 
illustrate the precariousness faced in applying a standard set of de- 
mand factors in projecting short-term capital requirements. One 
can plead that the current situation is very unusual, but if he does 
he should recognize that any present situation is going to seem 
somewhat unusual. 








IMPACT OF BUSINESS CONDITIONS 
ON INVESTMENT POLICIES 


HAROLD X. SCHREDER 
Distributors Group, Incorporated 


THE FIRST WORD IN THE TITLE of this paper, “Impact of Business 
Conditions on Investment Policies” clearly suggests the explosive 
nature of the subject I am about to discuss. History reveals many 
tragic financial explosions touched off by a changing set of business 
conditions on a given investment policy. 

History also reveals that whereas there used to be a fairly depend- 
able direct correlation between business conditions and stock prices, 
since World War II began our economy has been one of so many 
abnormal distortions that the direct correlation has become quite 
unreliable. Indeed, the record makes one wonder sometimes if it 
has not become an inverse relationship. For example, may I call 
your attention to Chart 1. While this long-term chart showing the 
Dow Jones Industrial Stock Index and the Federal Reserve Board 
Index of Industrial Production has certain fundamental as well as 
technical shortcomings, it has great merit for presenting the prob- 
lem under discussion. 


oe a ee 1940 ee 1943 aay spat et 1948 June soso 

Index of Industria] April 1942 May 1946 March 1948 June 1949 September 1951 

Production +54.9 —35.6 +20.1 —I15.7 +37.5 
Gross National Product. +50.8 + 08 +20.7 + 3.9 +27.2 
Personal Income +45.2 +12.2 +16.1 + 0.2 +25.0 
Disposable Income +41.7 +16.0 +15.0 '. 2.8 +22.1 
Consumers Expenditures +25.7 +35.3 +22.7 + 3.1 +-13.3 
Earnings—Dow Jones In- 

dustrials +19.3 + 78 +85.6 + 26.0 +27.4 
Dividends —- Dow Jones 

Industrials 4-32.2 — 4.3 +49.4 +28.9 +30.2 
Dow Jones Industrial 

Stock Index —39.2 +-64.0 —22.2 — 2.3 +-71.0 


As Chart 1 clearly suggests, in an “old-fashioned” peacetime 
economy (1919-39) there was a_ definite tendency for volume of 
production (and related business factors) and stock prices to rise 
and fall together. This was natural because earnings and dividends 
tended to rise and fall with production, and earnings and dividends 
trends primarily determine the direction of stock prices. This fairly 
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direct relationship very obviously has been distorted since 1940, 
however, because of a series of war-created and politically intro- 
duced factors. 

Even the more recent 1949-51 period, which appears to be “in 
gear” again, camouflages an extremely diverse movement during 
1951. While total business activity practically stood still (advanced 
very moderately) during the first three quarters of this year, the 
Dow Jones Industrials’ earnings and dividends declined about 40 
per cent; yet, the stocks rose over 17 per cent in price to a new 
twenty-year high! 

There is neither the time nor is it the purpose of this paper to 
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discuss the apparent, numerous, and controversial reasons for the 
obvious lack of close or even direct relationship between business 
conditions and stock prices since 1939. Suffice it to say that the 
record shows that “‘something new has been added” during the past 
decade so that in formulating investment policies even a near- 
perfect analysis of present and future business conditions is not 
sufficient. In fact, the record shows that while still basic, this ‘single 
entry” approach is so risky as to be disastrous. 


FOUR BASIC AREAS OF INVESTMENT RESEARCH 


Stripped to its basic essentials, formulating investment policies 
is a constant calculation of (1) how much risk for (2) how much 
return. 

If a sound calculation of risk is the basis for formulating invest- 
ment policies and an analysis of business conditions—even a perfect 
one—is not sufficient, then what other basic areas of research are 
needed ? 

As the following illustration suggests, it is my belief that invest- 
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ment risk can best be “boxed in” (and return increased) by four 
basic areas of research: (1) Business Conditions, (2) Security Val- 
uation Research, (3) Security Price Research, and (4) Results Re- 
search. 

Systematic attention to research areas 1, 2, and 3, of course, leads 
to results; and constant and intensive analysis of results leads to a 
systematic recheck of research areas 1-2-3. It is just like using a 
road map for a motor trip. You decide upon your objective, for 
example, Boston, Massachusetts (investment objective). Then you 


1. Business 3. Security Price 
Conditions Research 





RISK 











2. Security 4. Results 
Valuation Research 
Research 


plan the best means of making the trip by study and consultation 
based upon established facts and previous experience; then, as you 
make the trip, you check the map periodically to see if you are 
proceeding according to plan—consistent with the risks of the road. 

You will note that while it is admitted that there is a very erratic 
relationship between business conditions and investment results in 
our managed economy, it is still No. 1; it just needs the addition 
of other basic ingredients. The reason that security analysis re- 
search is separated into parts 2 and 3 above—security valuation 
research and security price research—is because the No. 2 type of 
research reveals what investors should buy, whereas the No. 3 type 
of research shows what they are buying. It is absolutely essential, in 
my opinion, that economic research and both factors of security 
analysis—value and investor psychology, as it were—must first be 
separately measured and then fused for enlightened investment pol- 
icy decisions. 

Therefore, let us look at each separately first, and then bring 
them all together to calculate a logical investment management 
policy. 
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I. BUSINESS OUTLOOK 


The continuous problem of our economy is: The striking of a 
proper balance between the amount of money in the hands of people 
and their willingness to spend it for the products of industry and 
agriculture. 

On the one hand, it is important that the people and business do 
not spend too much money to move the goods they have produced. 
With the sudden outbreak of war in Korea in June, 1950, this is 
exactly what did happen. The demand for goods relative to the 
(presumed) supply thereof became so accentuated that money was 
spent freely and commodity prices rose sharply. On the other hand, 
it is equally important, of course, that the people and business spend 
enough money to move the goods they have produced. Otherwise, 
goods pile up and business activity sags. We have been seeing some 
of this since last spring—spending for or consumption of goods has 
not equalled the production of goods, inventories piled up, price 
rises halted, and total business activity after falling to a low point 
in July, has not yet quite returned to the level of last spring. 

This, of course, suggests the desirability of a balanced price rela- 
tionship reflecting a healthy combination of (1) supply, (2) de- 
mand, and (3) money. 


SUPPLY AND DEMAND OF GOODS 


How much supply—products and services—do we have for the 
demand in this country? In this connection, may I direct your atten- 
tion to Chart 2. 

Currently, you will notice that our Gross National Production at 
current price levels amounts to about $328 billion—the highest 
ever. 

Consumers.—The people have been on two unprecedented buy- 
ing sprees since the Korean outbreak in 1950—one that summer, 
and again early this year. After having bought the country’s pro- 
duction at a peak annual rate of $208 billion last spring, consumers 
now have decided to save more and spend less. Their buying of the 
nation’s huge output has dropped to a recent annual rate of $204 
billion. 

Businessmen, until mid-year, were buying at the unprecedented 
rate of $66 billion of the nation’s total output, in an attempt to 
supply the (presumed) huge demand for goods from both civilians 
and the military. In the process, businessmen accumulated inventory 
at a frantic pace. By mid-year they clearly felt that they were over- 
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loaded, especially in certain consumer-goods lines, and have been 
cutting back orders and offering bargain sales to put themselves in 
better balance ever since. Their total purchases of goods and serv- 
ices have now dropped to the $56 billion annual rate. 

Government expenditures for national defense, however, have in- 
creased sufficiently to offset the declining private expenditures. Total 
government buying, currently running close to $70 billion annually, 
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therefore, is the only basic upward force in the current high-level 
business picture. 

Question: While future government spending (military) is sure 
to be increased to build the defense economy required by interna- 
tional developments, will private spending turn up again and aug- 
ment it, or wil! it continue downward as an offset? In short, which 
are the more dominant today—the forces of inflation or deflation? 

As a preface to my own opinion in this connection, I should like 
to say that I approach the forecasts I am about to make with a tre- 
mendous amount of humility. I am going to cover a multitude of 
economic and stock market factors today with a very broad brush 
—a paper could be written on each chart—yet be very specific. If 
I appear somewhat pinpoint positive, therefore, it is only because I 
feel that a person in my position cannot escape having definite 
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opinions about such matters, regardless of how difficult or even im- 
possible they are to establish with a high degree of accuracy. 

Specifically, here is the economic picture for the next twelve 
months, as I see it today, based upon the assumption that while 
there will be a continuation of peripheral warfare that a global war 
will not break out—more “hot peace.” 


NEXT TWELVE MONTHS 


Gross National Product should, by moderate increases in pro- 
duction and prices, rise from the current level of $328 billion to 
$340 billion by next spring, at which time it probably will begin a 
decline, ending the year at around the current level. 

Personal consumption expenditures, largely because of “invisible 
inventory,” high prices, increased personal taxes and savings, 
dropped to a $202 billion annual rate during the summer from the 
spring peak rate of $208 billion. Currently, expenditures are prob- 
ably close to the $204 billion level, and with rising personal and 
disposable income, consumer expenditures should work back up to 
last spring’s peak levels by next spring. 

As Chart 3 shows, practically all of 1951’s drop in personal con- 
sumption expenditures has taken place in declining durable-goods 
purchases, with not too much change in purchases on non-durable 
goods, while expenditures for services have increased. 

Both these latter types of consumer expenditures will probably 
rise into next spring. At this point, however, one major observation 
should be made. In my opinion, consumer expenditures for durable 
goods or “hard goods’ (automobiles, electrical appliances, etc.) 
passed its peak in the third quarter of 1950. Moreover, the current 
decline in expenditures for consumer durable-goods appears to be in 
a moderate downtrend that may last a couple of years or more. 

As is generally known, there is an optimum ownership level or 
total demand for consumer’s durable goods, depending upon such 
factors as population, family formation, personal income after taxes, 
their cost and durability, the cost of living, etc. An analysis of all 
these factors in combination suggests very strongly that the opti- 
mum ownership level for most consumers’ durable goods has been 
about reached for the time being. For example, now there are 40 
million families and 40 million automobiles, 25 million of which are 
postwar models. 

This does not mean any collapse in these expenditures because 
with about 800,000 household demand units still being formed an- 
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nually, and with rising disposable income over the next several 
months, you will note that I expect only a moderate decline in ex- 
penditures for consumer durable goods for the time being. But, 
because an ownership level had been reached which places this 
market primarily on a replacement basis, it is a weakening demand 
rather than a strong one. 

Much of this condition has been covered up by war-inspired fear 
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of shortages of these goods. Unless we do have the far greater trag- 
edy of a global war, therefore, it seems logical to expect the declining 
trend of expenditures for consumer’s durable goods to run its course 
to lower levels before the proper combination of economic forces 
turn them up again into another expansionary trend. 

Private business expenditures, currently running around an annual 
rate of $56 billions, are also in a moderate downtrend, in my opin- 
ion; a year from now they probably will be $10 billion or more 
lower. 

As Chart 4 shows, I expect only minor changes in the current 
level of producers’ durable equipment and foreign purchases over 
the next year. Private new construction expenditures appear to have 
reached a peak last spring, however, and should work down to 
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around the $1: billion level a year from now compared with the 
current rate of around $22 billion. 

Business inventories were being accumulated at an unprecedented 
rate of about $16 billion annually by mid-year. In the third quarter 
a sharply declining trend set in and the accumulation rate has been 
more than halved. From now on, very likely this downtrend will 
continue until a decumulation rate will exist later next year. 

As World War II experience reveals, after the initial inventory 
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accumulation, during 1942-45 large inventories were not necessary 
to the prosecution of the war. The expected decumulation rate of 
inventories, therefore, is a natural development. In fact, unless it 
should become strongly forced, it is a fundamentally good one be- 
cause it will tend to relieve many poiential price pressures and make 
more room for increasing military expenditures. 

Is this expected decline in private business spending good for 
the longer run though? These capital formation expenditures are 
very important to the economy’s forward drive. Let us, therefore, 
take a few minutes to look a little closer at them. 

As practically every economist agrees, the tremendous importance 
of business spending as the powerful stimulating force in our econ- 
omy is simply because, when business spends money for plant and 
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equipment, construction, and inventories, or sells goods abroad on 
balance, money, purchasing power, is put into the hands of the Amer- 
ican people without any corresponding goods to be moved. Obvi- 
ously, when business spends money to build a new plant or buy 
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produced in the way of consumable products at that time to be 
bought with the wages. 
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PLANT AND EQUIPMENT EXPENDITURES AT PEAK LEVELS 


Thus, as Chart 5 shows, the extremely high level of plant and 
equipment expenditures since World War II’s end has been a very 
stimulating force in our economy. In fact, there were clear indica- 
tions before the Korean war began that these expenditures had been 
sufficiently above the secular trend to have warranted continued- 
high, but somewhat lower levels than those of 1948. With the advent 
of the Korean war in mid-1950, however, a new boom expenditure 
rate was placed on top of boom levels. The resulting scramble for 
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scarce materials and sharply rising commodity prices is well known. 

Plant and equipment expenditures, after reaching an all-time 
annual rate of over $27 billion in the third quarter, currently are 
running at an annual rate of about $26 billion, and they should 
average close to $25 billion for 1951. Because there are sufficient 
orders on the books (and this type of spending is not changed 
rapidly) to keep the 1951 rate up for the next six months, there is 
little reason to expect a significant decline in these all-important 
business expenditures for that period anyway. 

Again, barring the greater tragedy of World War III, however, 
we are courting potential trouble in this high rate of capital expend- 
itures for plant and equipment. We are fast going sufficiently above 
the secular trend of civilian requirements to accommodate the pres- 
ently planned military requirements too. After mid-1952, therefore, 
I would expect a declining trend of plant and equipment expendi- 
tures for a considerable period. The three basic factors in deter- 
mining these expenditures have already turned unfavorable. Interest 
rates are rising, profits after taxes are declining, and metal prices 
remain high relative to manufacturers’ product prices. 

I am not trying to alarm anyone at this time by the potentially 
dangerous current level of plant and equipment expenditures, but it 
must be recognized in a well-rounded analysis of the economic out- 


look that we are high in the major cycle of plant and equipment 
expenditures. 


CONSTRUCTION. EXPENDITURES AT PEAK LEVELS 


Almost everything that has been said about the economic virtues, 
and potential problems of plant and equipment expenditures can 
also be said for construction expenditures. They also are a dynamic 
economic force because such expenditures put money, purchasing 
power, into the spending stream without a corresponding amount of 
goods being produced to be consumed at that time. 

As Chart 6 below shows, construction expenditures have also been 
a tremendously stimulating force to our economy since World War 
II ended. Total expenditures of nearly $30 billion in 1951 will estab- 
lish a new record level. Private construction fell about $1 billion 
from the all-time high of around $21 billion last year. Public con- 
struction, however, rose to over $9 billion, second only to the peak 
1942 rate. 

On the basis of our studies of population growth, mariages and 
family formation, production and income levels, construction and 
mortgage costs, and the clearly defined needs for schools, hospitals, 
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water systems, sewage plants, highways, public utility facilities, etc., 
it is clearly indicated that the beginning of an over-all decline in 
construction should become evident during the first half of 1952. 

While no drastic decline is impending, and total construction for 
some time should continue between the $20 to $25 billion level, the 
evidence seems quite strong that we are approaching a major cy- 
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clical top in construction; and for a considerable period ahead 
public construction will play a relatively greater part in total new 
construction. 

It is too late now to correct the abnormally low birth rate of the 
1932-35 depression period; the family formation rate of 1952-55, 
therefore, will be abnormally low. As a result, private residential 
construction (and allied demand) will be lower for the next few 
years. 

INVENTORIES AT UNPRECEDENTED HIGHS 

Private business spending for inventories, as Chart 7 shows, has 
also reached such a historically high level that a decline from ap- 
proximately this point appears inevitable. Right after Korea in mid- 
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1950, a great deal of inventory was accumulated in the course of an 
accelerated demand for goods. 

Since last spring, however, there is definite evidence that a great 
deal of inventory accumulation has been of an involuntary nature. 
Sales have been off at the retail, wholesale and manufacturers’ level; 
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so that despite the headway made to reduce inventories at retail and 
wholesale levels, the over-all pipeline of distribution is full of mer- 
chandise. Yet, even at Christmas time there is plenty of evidence 
that retail merchandise will not move in any quantity without inten- 
sive sales effort and price markdowns. The “buying” public is defi- 
nitely looking for bargains. 

Manufacturers’ inventories continue to pile up at an alarming 
rate, and as all of you know, in the normal course of events unless the 
pipeline of distribution can be relieved of goods on shelves of whole- 











150 The Journal of Finance 


salers, jobbers, and retailers, this is a condition that has led to some 
historical trouble. I think it will work out all right this time because 
of the indicated defense requirements, but all this could add up to 
something a lot more serious than the temporary loss of some profits. 

Moreover, the new orders’ picture is not as heartening as it 
should be for the long run. While new orders for consumers’ non- 
durable goods have turned up recently, they are not of basic im- 
portance to the economy and probably will not move up very far. 
More significantly, new orders for consumers’ durable goods and 
capital goods definitely seem to have passed their peak several months 
ago. Even so, the capital goods orders already on the books should be 
sufficient to keep total production rising into next spring anyway. 

All in all, I do not wish to be an alarmist about this inventory 
situation because I know the inventory-sales ratios are not inordi- 
nately high on a historical basis, and with personal income after 
taxes still rising, the crisis period in inventories may be passed. 
Nevertheless, I am sure that you will all agree that this is a current 
distortion in our economy that must be watched very carefully. This 
unprecedented inventory accumulation since Korea has been the 
basic cause of inflation to date; a sharp reversal to liquidation, 
obviously, would be a significant deflationary factor. 

In short, the upward force of the last eighteen months’ boom in 
private consumption has weakened. For the time being, consumers 
have satisfied most of their deferred needs—are largely on a re- 
placement basis; and private business spending, especially for inven- 
tories, is declining. Ordinarily, this would represent the classical be- 
ginning of a business recession, even depression. 


GOVERNMENT EXPENDITURES TO STABILIZE ECONOMY 


While just such a development is entirely possible, beginning in 
the middle of next year, no such development appears in sight at 
this time for two basic reasons: (1) forthcoming increased govern- 
ment buying for preparedness, and (2) its resulting support to con- 
sumer buying. 

Even so, these increased government military expenditures ap- 
pear to be only a basic stabilizing factor. It should be remembered 
that we have just been experiencing an unprecedented private capi- 
tal-goods boom, and that most of the forthcoming increase in mili- 
tary expenditures will only offset declining private expenditures. 

Chart 8 should help to put the currently planned amount of gov- 
ernment spending into perspective. As you can clearly see, 1951's 
current defense expenditures, while representing a sadly sharp in- 
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crease over those of 1950, are less than half World War II’s peak, in 
absolute terms. Both in 1944 and 1945 total government expendi- 
tures amounted to nearly $100 billion. Defense expenditures alone 
amounted to nearly $90 billion, over one and a half times the cur- 
rently proposed levels in absolute terms. (Even so, the government 
may run a deficit of $5 to $10 billions next year. ) 

In relative terms, our presently planned defense expenditures ap- 
pear even smaller. On a relative basis, they are somewhat smaller 
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than those of World War I, and only about one-third of the World 
War II peak level. As Chart 9 shows, during World War I peak 
defense expenditures absorbed about $19 out of each $100 of goods 
and services produced in this country; in World War II, they ab- 
sorbed about $42 out of each $100 of goods produced. A year ago, 
at the Korean outbreak, they took only about $5; currently they 
amount to about $13 per $100 of our total output, and our planned 
military expenditures for next year should not take this total to 
more than $16 out of every $100 of our national product. (Of course, 
if a full-scale war develops, this ratio will change sharply upward. ) 

Our studies indicate very strongly that with $84 out of every 
$100 of our greatly expanded output still available for civilian con- 
sumption—and after the immediate satisfaction of most accumu- 
lated deferred needs—the maintenance of civilian supplies and 
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living standards at highly satisfactory levels of consumption should 
be relatively easy. Table 1 puts this possibility into perspective. 

Thus, despite many individual-product problems over the next F 
year, and there will be some very serious ones for the situations in- ( 
volved, the attainment of our No. 1 objective—increased production ' 
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TABLE 1 
1952 PossIBLE ExPANSION AND CONSUMPTION OF OUTPUT 
(Annual rates, billions, in terms of current prices) I 
1951 1952 p 
Current Peak Rate Change 
Gross national output $328 $340 +$12 . 
Government consumption 
National defense requirements 42 57 +$15 ] 
Other government requirements 26 26 —o-— 
Civilian consumption 
Consumers 204 207 +$ 3 I 
Business 56 50 —$ 6 
s 
;, : si a I 
to meet demand—appears relatively attainable within the limits of ‘ 
currently anticipated military needs. A “guns and butter” economy , 
appears entirely possible. (In fact, it may be our way of life for a 
long time. ) 
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MONEY SUPPLY VS. GROSS NATIONAL OUTPUT 


Why then all this talk, especially from Washington, of the huge 
“inflationary gap” and the intense need for controlling inflation? 
Obviously, a great deal of the talk is because there is not a universal 
agreement on my viewpoint that there is a comfortable (possibly 
uncomfortable) adequacy of supply for the demand for goods. 

Moreover, even those who tend to agree with the concept of a 
rough balance between supply and demand, point out that there is 
still a huge money supply-—and that it is the hard core of inflation. 
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It is true; our money supply (currency outside banks and adjusted 
private demand deposits) is well over three times the 1939 level; 
and over the longer term basic economic factors, including prices, 
do tend to move into line with money supply. 

The question is: Has this adjustment also largely taken place? 
In this conection may I call your attention to Chart 1o. 

It is readily apparent from Chart 1o that the great growth in our 
money supply took place during World War II and that the increase 
since then has been quite small as the effects of sharply expanding 
private credit were considerably offset by both reduction and meth- 
ods of financing the public debt. Even so, our money supply cur- 
rently stands at a new high. A new high to what? 

While the money supply has been growing, so have all the other 
basic elements of the economy—population, employment, produc- 
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tion, prices, etc. The one economic measure that reflects all of these 
basic elements is the Gross National Product which, as you all know, 
is the dollar measurement of the country’s total output of goods and 
services. The ratio line of money supply to Gross National Product 
in Chart 10, therefore, puts our “high” money supply into sharper 
focus. 

You will notice immediately that after the war (1946) the ratio 
at 55 per cent was high for a peacetime economy. This “excessive” 
BASIC ECONOMIC LEVELS, CORPORATE EARNINGS 
AND DIVIDENDS 


1952 E 
1929 1940 1948 1949 1950 1951P Average 


. Employment-population 
Population (millions) .121 132 147 150.4 153.1 155.0 157.0 
Employed Workers 46.3 47-5 59.4 58.7 59.9 61.1 61.0 
(mils) 


te 


. Production 
F.R.B. Index of In- 
dustrial Production 
(1935-39100) 110 125 192 176 200 219 220 


. Personal income and 

expenditures (billions) 
Personal income $85.1 $78.3 $209.5 $205.1 $224.7 $250.0 $255.0 
Personal income after 

taxes 82.5 75.7 188.4 186.4 204.3 223.0 225.0 
Personal consumer ex- 

penditures 78.8 72.1 177.9 180.2 193.6 204.0 205.0 


~~ 


Commodity prices (billions) 
Wholesale index 

(1926=100) 95.3 78.6 1635.1 155.0 161.5 180 175 
Consumers index 

(1935-39—=100) 122.5 100.1 171.2 169.1 171.9 185 184 


= 


Corporate earnings and dividends 
Dow Jones Industrials: 
Earnings per share.$19.94 $10.92 $ 23.07 $ 23.: 
I 


a 


Dividends per share. 12.75 7.06 11.50 7 16.13 16.00 14.00 
All corp. earnings 

(bils.) 8.4 6.4 20.7 17.3 22.8 18.5 17.0 
All corp. dividends 

(bils.) ix ge 4.0 7.2 7.6 9.2 9.0 8.0 


P, Partially estimated; E, Estimated. 


money supply condition naturally stimulated all phases of business 
activity, including prices, of course. As a result, the ratio of money 
supply to Gross National Product has been declining ever since. 
During the first quarter of 1951 a sharp drop took place in this 
relationship. Since last March, the current ratio of 35.4 per cent has 
prevailed and our money supply in relation to the total dollar meas- 


urement of business activity is now right back at the prewar level of 


the thirties. 
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In short, there is substantial evidence that the 1946-51 postwar 
economic-growth adjustment to our money supply has been com- 
pleted for the time being. Our money supply no longer appears ab- 
normally large in relation to population, employment, unit produc- 
tion, commodity prices, and all the other factors that add up to the 
dollar value of goods and services to be moved in this country. Very 
likely this is the basic answer to the present seemingly mysterious 
reason for the relative slowness of retail sales. 

Significantly, however, the present balance of (1) supply, (2) 
demand, and (3) money appears to have taken place at a very high 
level of business activity. This desirable balance could be disturbed 
by many factors well known to you, i.e., increased velocity of 
money, an increase in money supply itself, and especially by an in- 
tensified change in military expenditures which might again change 
the supply-demand equation. For the immediate future, especially 
because of the government’s forthcoming large cash surplus period, 
the balance of these factors appears to be on the deflationary side. 
As the following tabulation of several basic economic factors sug- 
gests, however, I believe that 1952 as a whole will be another year 
of high business activity, even though the first half may mark the 
beginning of a downward trend of business. 

It should be noted, however, that despite my expectation that 
practically all phases of economic activity will reach new peaks dur- 
ing the next year, it is my belief that corporate earnings and divi- 
dends saw their peaks in the fourth-quarter of 1950 for some time 
to come. 


2. VALUATION OF SECURITIES 


What about stock values (and prices) in the kind of economy 
I have just described? 

As Chart 12 clearly shows, the price of the Average (Dow Jones 
Industrial, stock is historically “high’—higher, except for the 1928— 
29 era, than in any period in history. 

The price of the Average stock is high to what? To itself? Yes, 
but let us compare price to some of the factors that make for value 
in stocks. 

As Chart 13 shows, the Average stock’s latest reported earnings 
and dividends—the primary determinants of value—are still histori- 
cally high, despite this year’s decline. 

Moreover, after historically high dividend payments, earnings are 
still so much higher that dividends are well covered. As a result, 
accumulated “plowed back”’ earnings have raised the average stock’s 
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book value to an all-time high, as Chart 14 shows. Furthermore, to 
replace corporate productive facilities at today’s inflated commodity 
prices it is estimated that it would cost at least twice as much as 
their original cost. 

To be more specific about the historical price-to-value position of 
the Average stock, however, look at Chart 15 which shows the his- 
torical price-earnings ratio of the Average stock (Dow Jones Indus- 
trial). 

Today, the Average stock is selling for about 10.7 times the latest 
reported earnings of the Dow Jones Industrial Companies—a rela- 
tively low P/E ratio on a long term basis. Undoubtedly, this his- 
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torically “low” stock price position relative to earnings reflects a 
wide expectation of a further decline in earnings; and, a decline in 
corporate earnings is a logical expectation, as I have already sug- 
gested. 

The stock market depends not only upon the level—but more 
particularly upon the trend—of earnings (after taxes) and divi- 
dends; and herein appears to lie the basic explanation for the cur- 
rent stock market uncertainty. As Chart 13 shows, earnings have 
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been in a sharp downtrend this year for the first time since 1942. 
The downtrend was especially pronounced in the third quarter when 
the retroactive features of the Revenue Act of 1951 were recog- 
nized in corporate accounts. More importantly, the last ten years’ 
uptrend in dividends also turned downward after mid-1951. The 
question now, therefore, is how far down are earnings and dividends 
likely to go. 

Our careful analysis of the outlook for corporate sales, profit mar- 
gins, and taxes leads us to believe that earnings on the stocks com- 
prising the Dow Jones Industrial Average—earnings which totaled 
a peak $30.70 in 1950, and which should average about $25 for 
1951—-very likely will average about $22 per share in a moderate 
downtrend for 1952. Dividends this year should nearly equal last 
year’s record level of $16.13, but due to the expected lower earnings 
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and the tighter cash position of corporations, next year’s dividends 
may well decline to around the $14 per share level. 

Even on this basis, the Average stock does not appear statistically 
high. While it costs about 40 per cent more to buy a dollar of corpo- 
rate earnings today than it did a year ago, it still costs considerably 
less than it did at times in the past that have coincided with sharp 
market declines, i.e., 1929, 1937, and 1946. 

Nevertheless, three things should be remembered about the cur- 
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rent P/E ratio in relation to previous long term levels. 

1. Neither the P/E ratio of 12.3 times reached in the third quar- 
ter, nor the current P/E ratio of 10.7 times is low for modern his- 
tory. The average P/E ratio since World War II began in 19309 is 
11.2 times. Wartime earnings—and the present ones (and likely the 
future’s) are so regarded—are never capitalized as high as peace- 
time earnings for obvious reasons. 

2. Moreover, the P/E ratio line is a curvilinear relationship, not 
a linear one. High earnings are not capitalized at the same rate as 
low earnings. Low earnings in depression have an “option-on-the- 
future” value (see 1931-33 on Chart 15), whereas very high earn- 
ings reflect the materialization of previous expectations, and as 
“better” earnings become harder to envision, the earnings capitali- 
zation rate declines. 














Impact of Business Conditions on Investment Policies 159 


3. Finally, earnings are declining relative to corporate net worth; 
and this would be more noticeably true if replacement values were 
used in calculating net worth. 

The changing stock yield picture is somewhat similar to the 
changing P/E ratio picture—stocks losing their relative attractive- 
ness. 

Yield._-The income received on invested money, and the most 
fundamental basis for appraising securities is shown in Chart 16 

















16. PRICE versus YIELD 
rect woes INDUSTRIAL STOCKS . BONDS cme rae 
7 +—+—+— + | | 
ve Ltt TTT rr | 
- pt tt te 
vo —+—_}|_+_} | | | BONDS_|_| | PRICE % 
240 - | _| |_| gspeeeememene | mousTeais s 
210 3% 
180 s 
180 ss 
120 os 
bed 7% 
hed ic ee ak A ee ee ee Ge a as a % 
» — a -—+ —} $4 + nm 
° 08 1930 1932,s«1934 19361938) 194019421944 1946 194819581952 w 











(inverted scale). Since 1900, the average yield on common stocks 
has been 5.91 per cent; since the war began in 1930, it has averaged 
5-55 per cent. 

At times in the past that have proved to be stock market peaks, 
however, an investor has received only about $32 to $36 per $1,000 
invested for assuming the risk of investing in common stocks. Today 
the income is $57.50 per $1,000 invested (Dow Jones Industrials). 
While this is nearly 15 per cent lower than it was a year ago, and 
somewhat below the long-term average, it is still nearly twice as 
much as that obtainable on high-grade bonds. 

Again, however, it must be recognized that while the level of 
yields is still generally favorable to common stocks, the trend of 
yields is unfavorable. Since the Treasury-Federal Reserve Board 
“accord” last March, the yield on high-grade bonds and preferred 
stocks has been gradually rising. At the same time common stock 
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yields have been falling as prices rose and dividends declined moder- 
ately. While the yield-gap is still large, it must be admitted that the 
market’s strongest support since 1949 is trending in an unfavorable 
direction for stocks. 

Moreover, the current downward trend of common stock yields 
is likely to continue in 1952. Naturally, if stock prices move up 
from here, yields would decline even if current dividends of around 
$16 (Dow Jones Industrials) were maintained. As already noted, 

































































17 CURRENT ASSETS AND LIABILITIES OF CORPORATIONS 
8 SCO TYE AMD CACHAN COMMEBEION CETURETED 
: pane 
SELECTED CURRENT ASSETS nee 
pesae 
iodine 
ppt + 20 
Ft ah | Sarees . T.4 
L |_| ° 
T LC 
| i 
ea | 
a ee +—Ja0 
| f\_S | eoemn 
4 \ | 
| | | 
| T T T 20 
| | | | 
| | 
: ee ; ° 
pa | | SeLeeTED cunnewT Liasnimies + «0 
CURRENT LIABILITIES .} |: ). Sa 
| | | - ; ravame 
) —$—_—_. : | 
| | | | 
20 |-—_+—-—_ +4 ++. ++, | mat nn > 4eo 
dent | - 
| oO re mone a PL 
| | | Uaeures | | | 
ol i l i a a a a 1 i i i 
1942 1944 1946 1948 1950 1962 1942 1944 1946 1948 1950 1952 











however, Average dividends are expected to decline next year, prob- 
ably in the case of the Dow Jones Industrial stocks to at least $14 
per share. 

It is contended in many quarters, of course, that there is no rea- 
son for dividends to decline next year at all, because even if earn- 
ings do drop to $22 per share in 1952, current dividends of around 
$16 could easily be paid. Possibly this is true if only earnings are 
considered. It overlooks a “surprise” element, however—the grow- 
ing corporate cash stringency position which should become quite 
evident next spring. 

The liquid position of all American corporations, while still good 
on balance, has been deteriorating ever since the end of World 
War II, and has become more pronounced since the Korean war 
began. This does not appear to be true from a first glance at Chart 
17. Net working capital is up sharply—over 50 per cent since the 
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1945 year end; it is even up $5 billions since June, 1950. Closer 
examination of the chart, however, tells a story of inflation—the 
quantity is bigger, but the quality is lower. The following table 
shows the decline in corporate liquidity. 


CORPORATE LIQUIDITY 


1945 1950 —_ 1951 


December 31 March 31 June 30 
Current assets to current liabilities 2.13 2.24 1.99 
Quick assets* to current liabilities ; <a 1.43 1.23 
Cash to current assets : — .19 17 
Government bonds to current assets .22 13 a 
Cash and Governments to current assets . 44 33 .30 
Inventories and receivables to current assets 53 .66 -70 
Cash and Governments to accounts payable and taxes.. 1.19 .O5 73 
Cash and Governments to current liabilities ; .93 93 59 


* Cash, Governments, and receivables. 


Since Korea, the latest figures show that the current ratio has 
dropped 11 per cent—from 2.24 times to 1.99 times. Moreover, on 
the current asset side, the ratio of cash and Governments to total 
current assets has dropped from .44 in 1945 to .30 currently from 
.33 before Korea. Meanwhile, the ratio of inventories and receiv- 
ables to current assets has risen from .53 in 1945 to .66 before 
Korea, and is .70 now according to the latest figures. Obviously, the 
average corporation’s current assets are considerably less liquid 
than they were before Korea or in December, 1945. 

Current liabilities, at the same time, have increased sharply since 
mid-1950. Accrued payables for taxes and inventories have zoomed. 
Notes and accounts payable and federal income taxes were covered 
by cash and Governments nearly 14 times in 1945, and just about 
evenly covered before Korea; now, cash and Governments are less 
than three-quarters of these quick liabilities. 

Why this erosion of working capital? It seems to be a combination 
of things such as the higher cost of doing business for carrying in- 
ventories, receivables, etc.; for expansion programs; and for higher 
taxes. Next year these same demands on working capital will still 
be operating—on an increased scale—especially in the first half be- 
cause the Mills Plan will be operating which calls for the payment of 
70 per cent of 1951’s corporate taxes by next June 30. 

As in discussing many things today in order to gain a well-rounded 
appraisal of the economic and investment scene, I am not saying the 
corporate liquidity position is bad. In some cases it is; in others it 
is not. It must be recognized, however, that on balance it is getting 
tighter and, like so many other factors in an inflated economy, it 
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does represent a relatively greater growth of fat than muscle. It cer- 
tainly means that current dividend payments are vulnerable from 
this mounting corporate cash stringency position. 

To summarize the No. 2 area of our investment research—Valu- 
ation of Securities—let me say that a multiple correlation of the 
various stock market factors discussed, earnings, dividends, etc., re- 
veals that the current value of the Average stock in the Dow Jones 
Industrial Index is 237. 


3. TECHNICAL PRICE ACTION OF SECURITIES 


What about the No. 3 area of investment research—the technical 
stock price picture? 

The current confusing stock market action is shown by numerous 
technical studies which we continuously make with regular line 
charts, point-and-figure charts, individual stock charts, market 
breadth and volume charts, relative price-action charts, etc. Obvi- 
ously, I cannot discuss all of these hundreds of charts we keep in 
detail, but I would like to show you a few of them which show what 
investors are actually doing with their money regardless of what 
they should or should not be doing. 

First is Chart 18 which shows the three familiar Dow Jones Aver- 
ages for the past seventeen months. As may be seen at a glance, the 
industrials exceeded their February high in May and bettered their 
May top during September—October, reaching a new twenty-year 
high of about 277. Furthermore, it will be noticed that on all im- 
portant reactions since the beginning of 1951 the 240-42 zone has 
proved to be one of major support for the industrials. Currently 
at about 266, the Average is not far below the year’s high. 

Opposed to this performance by the Industrials is the picture of 
the Rails which at their high of 86.51 on May 4 failed by more than 
4 points to equal their February peak. Even in October, when the 
rails reached 87.80, they were still three points below the February 
high. Now the rail stock average at around 82 remains about 8 points 
under its February high. 

On the basis of stock market history, the path ahead will be ob- 
structed by a technical road block until both indices are able to 
achieve a new bull market high because as “The Dow Analyst” 
stated in the December 24 issue of Barron’s, 


The Averages have made little progress in further defining a trend of any 
sort. If they are to reaffirm the primary upward trend, they must better their 
previous bull market highs, which are 276.37 for the Industrials and 90.08 for 
the Rails. A primary downward trend could be inferred if both Averages com- 
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pleted secondary reactions, followed by gains falling short of previous highs, 
and subsequent declines below the lowest levels of the preceding secondary 
reaction. It must be remembered that both Averages must trace comparable 
patterns, since the action of one Average, unsupported by that of the other, is 
inconclusive and often misleading. 


The question of whether the present industrial advance is a prel- 
ude to a reactionary period rather than the beginning of a new 
phase of rising stock prices, therefore, is not clear. On this question, 
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I am not going to draw any conclusion because I am not an ardent 
follower of the Dow Theory. Nevertheless, there are many who are 
and the uncertain divergent trend of the industrial and rail averages 
must be recognized as one of the technical caution signs in the cur- 
rent stock market. 

While the utility average does not figure very much in the Dow 
Theory, it should be noted that lately this Average has been making 
new 1951 highs steadily, while the Industrials and Rails have been 
declining. I will touch on this shifting internal action of the market 
later, but for the moment I might observe that it suggests the 
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“crossing over” of sophisticated money into a more stable type of 
stocks. 

Another technical development that historically spells caution to 
stock market technicians is the year’s volume, breadth, and new 
highs and lows figures. As you can see on Chart 18, the most active 
day of the December-February rise saw a turnover of 4,490,000 
shares, with nearly a whole month of over 3,000,000 shares days. 
In the March-May rise, the high volume day was 2,120,000; and 
that turnover was barely reached in the July-September rise. 

Moreover, as the tabulation below shows, since last February, 
as the “market” rose to a higher level, fewer issues ended up, more 
issues ended down; and the number of new highs were in a definite 
decline, while the number of new lows was increasing. Such techni- 
cal data indicates, of course, that the market has become more and 
more selective. It also suggests caution. 


February 5* September 17 
Dow Jones Industrial Average 257.06 277.51 
Number of advances a 760 
Number of declines. .... 270 477 
Number of new highs 368 181 
Number of new lows ‘ 2 21 


* Weeks during which February and September highs were made. 


Getting into a little more specific detail as to the divergent nature 
of the stock market, we recently analyzed the price position of each 
common stock on the New York Stock Exchange and found that 
at the latest new 1951 high in the Dow Jones Industrial Average, 
over two-thirds (68.2 per cent) of the stocks were still below their 
1951 highs of last spring. Apparently, only a “handful” of stocks 
have been taking the “market” to new high levels as the year pro- 
gressed. The average investor very likely does not know from his 
holdings that the “market” has made a new high since last February. 

Specifically, the evidence is quite clear from an internal analysis 
of the market that: Buying pressure—volume times price changes— 
in the stock market has been in a definite downtrend since last 
February. 

In view of the fact that the Dow Jones Industrial Stock Price 
Index is outstanding in having made a new high this fall, and is still 
near it, a breakdown of the relative price action of the thirty indus- 
trial stocks comprising the Index is very interesting. This is shown 
in Chart 19. 

This relative price action of the thirty individual DJ stocks to 
Standard & Poor’s Composite Index (416) clearly shows that even 
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though the Dow Jones Industrial Average is still near its fall high, 
there is a wide divergence in the relative price action of the thirty 
individual stocks. 

At the present, only two stocks are definitely in a relatively favor- 
able uptrend. Six others are currently acting relatively favorable, 
but are relatively high and should be watched closely for a turn- 
down. Only two stocks are definitely unfavorable from a relative 
standpoint, but eleven others are acting relatively unfavorable and 





19. DOW JONES INDUSTRIAL STOCKS 


OfcEmser , 1951 


TAYCRALLE UB AVORAS LEAT CE SMALL FAVORABLE WATCH WEATORASLS 
Corn Prods. amar. Can Allied Chemical Amer, Smelting DuPont 
Int'l Harvester Aner. Tel & Tel Bethlehem Steel Goodyear Tire & Rubber U.S. Steal 

Amer, Tobacco Gen'1 Electric Johns Manville 

Chrysler Int'1 Nickel Std, O11 New Jersey 

Eastman Kodak Nat'l Steel Texas Co, 

Gen' 1 Foals Sears Roebuck Nat'l Distillers 

Gen'l Motors Sta, O11 Calif. 

Loevs Union Carbide 

Proctor & Gamble United Aircraft 

Westinghouse Elec. 

Wool warth 








or, 
: \ 
‘ * . 
rod ee “. 
ff 
Fg 


probably will continue to do so before they turn relatively up. The 
nine remaining stocks are neutral—acting just about like the Aver- 
age stock—and they could turn relatively up or down. Is that con- 
fusing enough for you? 

What it does show, of course, is that even though the Dow Jones 
Industrial Average of thirty stocks is still close to the year’s high, 
it is because eight of the stocks have been acting so much better 
than the average stock that they have been able to pull the average 
up despite the fact that the other twenty-two stocks were acting 
no-better-to-worse than the general market. 

This highly selective nature of the current stock market is even 
more pronounced in the following series of charts showing the 1951 
relative price action of seventy stock groups. 

The simplest way to understand what these lines mean is just to 
remember that if these lines are trending down, it means that that 
group of stocks is acting worse than the Average stock (Standard & 
Poor’s Composite Index). If a group’s line is going up, of course, 
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it means that that group of stocks is acting better than the Average 
stock. 

The obvious fact from Chart 20 is that (1) the general “market” 
average has been up this year, yet (2) out of seventy stock groups, 
only twenty-two have acted better than the average, and (3) only 
six of the better acting twenty-two groups really acted substantially 
better. They were the ethical drugs, rubber, oil, chemical, mining, 


” 1951 
RELATIVE PRICE ACTION 


7@ INDUSTRY cnoUrsS 





and fertilizer groups. The isolated strength in these six groups of 
stocks (out of seventy) suggests that a great deal of this year’s buy- 
ing has been fear buying—fear of inflation—because these groups 
of stocks represent growth and inflation hedge stocks to most in- 
vestors. 

It should be noted, however, that since last September when in- 
flation has not loomed so large in the investor’s mind, these six 
favored groups have lost some of their better-than-average market 
performance. This has been especially noticeable in the “wonder” 
stocks—the chemicals and ethical drugs. In fact, quite a different 
type of groups have begun to hold their relative position and act 
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better recently, i.e., retail variety chains, dairy products, finance 
companies, tobaccos, utilities, etc—the more stable, defensive types 
of stocks. 

All of this shifting-type of stock group action—coupled with the 
realization that such basic industry groups as automobiles, railroad, 
and steel made their highs about a year ago—certainly gives one 
reason to question the presently popular conception that the future 
is ever rosy and ever expanding—almost guaranteed by the govern- 
ment. 

On balance, the way people are actually investing today—as meas- 
ured by technical stock market action—suggests that they are high- 
ly confused, that market conditions could change rapidly and, there- 
fore, a cautious approach is suggested for the time being. 

Now, I want to show you quickly one more chart bearing on the 
technical price aspect of investment research. For several years, in 
conjunction with Mr. Hayes Ray of Ray*Signals, we have been 
making a study of the relative price action of individual common 
stocks and groups of common stocks in an attempt to detect at an 
early stage a change in attitude of the investing public toward the 
whole market. This work could easily be a paper in itself, but for 
this particular occasion I will only touch briefly (and for the first 
time publicly) on its general nature, the results, and its current 
indication. 

In every major trend of prices, either up or down, a certain num- 
ber of stocks will be found to lead the market trend, i.e., to advance 
more, or to decline more, percentagewise, than market averages. If 
the relative price studies mentioned above are followed for each 
stock of a broad list of such leaders; and if it is found that one by 
one the trend leaders are ceasing to lead; then by the time that 
about one-third of the leaders have so relapsed—begun to lag—the 
probability of a reversal of the trend of the whole market is strong. 
(As far as actual price movement is concerned the market’s current 
trend may well appear stronger than ever when this indication of 
probable reversal has been given. ) 

Of just as much practical importance is the probability of a trend 
continuing. In this connection it has been determined, by examina- 
tion of some goo individual stocks of all types over the past eight 
years and some 200 cyclical type stocks as far back as was practi- 
cable form the data available (the early 1920’s), that for as long as 
the lag rate did not exceed 15 per cent of the trend leaders reversal 
of the trend was highly improbable. During such periods it would 








168 The Journal of Finance 


appear that investment management could be strongly reassured 
as to the soundness of a policy fitted to a continuance of the pre- 
vailing trend regardless of the level of stock prices. 

In measuring the strength of each trend a fresh approach is taken 
after each turning point. Thus, the stocks used in endeavoring to 
recognize the next turning point are confined to those which display 
measurably greater-than-average price movement in the trend under 
observation. A wide selection is always used, of course, to overcome 
the effect of special developments that might be peculiar to one or a 
few companies or industries. 

The major turning points in stock market movements of recent 
years were, alternately, peaks and valleys of 1929, 1932, 1937, 
1942, 1946 and 1949. Using first a lag rate of 33 per cent among 
the cyclical leaders to detect the probability of a turning point, how 
effective would the method have been? The 1929 signal would have 
occurred in January, eight months before the market’s subsequent 
decline; in 1932 it would have come in August, a month after the 
lows; in June, 1937, three months before the major decline; in Feb- 
ruary, 1941, fourteen months before the lows of the well-known 
indexes; in April, 1946, a month before the highs; and in November, 
1949, five months after the lows. 

Thus, the indications would have been close to the peaks and 
valleys in all but 1929 and 1942. In 1929, while the signal began 
some eight months before the peak, the warning was increased in 
intensity in every month thereafter so that by August the lag rate 
had reached 73 per cent. (The first break occurred in September.) 
Recollection of the speed and severity of the decline when it oc- 
curred will leave little question of the desirability of having had the 
warning well in advance. 

In the 1941-42 period, the indication given by the method for a 
reversal of the preceding decline appeared to be early—in February, 
1941. The average of the leaders of the 200 cyclical stocks of the 
preceding decline had in fact turned upward by that time, but the 
well-known indexes of the stock market (being composed of less 
volatile tax-endangered issues) made their turn in April, 1942. 

Where are we today? As Chart 21 shows, the “green light” for 
advancing prices of common stocks was on continuously through 
June, 1951 (from November 1, 1949)—never went above a 15 per 
cent lag rate. It turned yellow—for caution—in July, 1951, with an 
18 per cent lag rate. This rate has been building up sharply ever 
since and is currently at a 42 per cent rate. Yet, during this period 
the “market” has appeared strongest, going to a new high for over 
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twenty years. Obviously, as the “market” rose since last summer, 
a sharply increasing number of stocks that were formerly leading 
the uptrend, broke their individual uptrend to the “market.” 

While I want to make it emphatically clear that we do not regard 
this relative price work as a “pat” solution to timing the stock mar- 
ket, no more than we regard all the previously discussed work as 
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“it,” the combined indications do not add up to a complacent atti- 
tude toward a large position in common stocks at this time. 
































CONCLUSIONS ON BUSINESS AND INVESTMENT OUTLOOK 


It is obvious that the future is far easier to spell than it is to pre- 
dict. For the moment, therefore, let us recapitulate the present busi- 
ness and stock market scene before formulating a logical investment 
policy. 

SUMMARY OF BUSINESS OUTLOOK 

A. We are in the midst of a tremendous capital goods boom (gov- 

ernment and private) which, as you all know, is the most stimulating 
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type of economic force. As a result, practically every major indi- 
cator of business activity, except corporate earnings and dividends, 
is most likely to remain quite firm in a rising trend into the spring 
of 1952. 

B. On the other hand, we are late and high, not early and low, 
in the major business cycle and economic corrections of a very basic 
nature may be in the offing. Practically all types of 1930-45 accu- 
mulated demand have been met by the growing supply of goods 
since 1945, and in the process our economy has grown up to our 
money supply. Unless the war picture becomes more global (Heaven 
forbid! ), one should watch very carefully for a turndown in the 
current capital goods boom sometime early next year. If this takes 
place, as currently indicated by the run-off of new orders, it would 
come at a time when cyclical demands for consumers’ durables and 
housing are in a downtrend. In such case, we very likely will ex- 
perience a serious “economic burp” beginning in the first half of 
next year which may require a couple of years readjustment before 
we can get back on our longer term uptrend. 

1. Even though I doubt that we can escape a serious letdown in 
business beginning next year, barring a major war, I do not antici- 
pate as serious a business correction as the approaching confluence 
of major cyclical factors historically suggests. A great deal of infla- 
tion has been frozen into the economic structure through the combi- 
nation of (1) farm price parity, (2) cost of living wage payments, 
and (3) “permanently” high money supply. 

a) Today there is a far greater understanding of the influence of 
money on business than in the past; money supply, therefore, should 
not be deflated as it has been in the past at the apex of major cycli- 
cal economic factors. 

5) Finally, while the government has not given us a depression- 
proof economy, popular belief to the contrary notwithstanding, the 
government can be expected to employ all kinds of ‘economic off- 
sets.” It will be interesting to see what they do because so far—since 
1933—the managed-economy officials have never dealt with an eco- 
nomic condition brought about by a confluence of major cyclical 
economic factors. We all appear to be in a position to learn many 
new things. For some it may be full of unpleasant surprises. 


SUMMARY OF VALUE POSITION OF STOCKS 


In summing up the value position of stocks—how much are they 
worth as opposed to their price—we find that the “Average” com- 
mon stock is overvalued today. 
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A. A multiple correlation of the various stock market factors dis- 
cussed—earnings, dividends, etc.—reveals a current value for the 
Average stock in the Dow Jones Industrials of 237 (current price 
about 265). 

B. After reaching an all-time high value of around 300 last spring, 
the value of the Average stock has been declining, and 

1. It is our expectation that value will continue to decline for 
some time because the value factors are expected to decline. At the 
moment, we are not prepared to say how far or how fast the decline 
in value might be; that it will decline further, however, seems cer- 
tain. 

2. For the past several months, therefore, the average (D.J.) 
stock has been rising on falling value and rising confidence (or fear 
of inflation). If the market is to rise further, it appears that it will 
have to be from a further rise in confidence (or fear). History shows 
that stocks can rise, even substantially, on falling value, especially 
if “confidence goes wild.’’ Nevertheless, in calculating investment 
risk, I always feel that I am on sounder ground when a market is 
rising on rising value rather than on falling value and rising confi- 
dence. The latter combination has a habit of “changing its mind” 
suddenly. 


SUMMARY OF THE TECHNICAL PRICE ACTION OF SECURITIES 


A. From an outward appearance the stock market has given the 
appearance of strength this year. An examination of the internal 
action of the market, however, suggests growing weaknesses rather 
than strength. 

B. In fact, the “market” appears to have been slowly building a 
distributional top pattern since last February. This probably will 
continue ior some time yet, and may even include a “blow off” to 
new “market” highs. 


INVESTMENT PoLicy IN THIS TRANSITION PERIOD 


What kind of an investment policy should one have at this time? 
Of course, as every professional manager of money knows, there is 
no such thing as an investment policy. There are several at all times, 
depending upon varying investment objectives. What would seem 
most logical, however, for the average American investors’ balanced 
account at this time? 

Certainly, as shown by the stock market’s action recently, the 
average American investor is a bundle of fears, hopes, and confu- 
sion. Even on the expected lower earnings and dividends, he sees 
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stocks available at what appear to be historically low multiples of 
earnings and relatively high yields, but he is not too happy about 
many undefinable things in general. 

The professional manager of money is confronted with the same 
scene, and is similarly plagued by it. Fortunately, however, the 
manager of money, realizing the universal lack of complete knowl- 
edge, invests according to the degree of risk involved. During such 
a period as the current one of domestic economic transition, inter- 
national confusion, and investor-probing for a new base on which to 
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rebuild his confidence, who can deny that combined investment risks 
appear high. Two steps, therefore, clearly suggest themselves for the 
sound management of money: (1) build up buying reserves, and 
(2) trade-up in the quality of holdings. 

To continue, therefore, in the specific vein I have adopted, I call 
your attention to Chart 22 which shows the aggressive-defensive po- 
sition of the Fully Administered Fund—our conservative Balanced 
Fund—which reflects our current ideas as to the sound distribution 
of an individual’s total investible assets. As you can see, this whole 
discussion is far from academic to me. You will note that because 
we felt that combined risks were so high before the September- 
October break in the stock market, we placed about 60 per cent of 
the Fund’s assets in cash and highest grade bonds (over 40 per cent 
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is in the called Government 23’s of next March). In the normal 
course of events this is regarded as Fully’s maximum defensive po- 
sition. 

We have gradually worked ourselves up to this current highly de- 
fensive position since June, 1949, when we approximated what we 
regard as Fully’s most aggressive position (80 per cent aggressive 
and 20 per cent defensive). We liked the stock market very much 
at that time. This does not necessarily mean that we do not like the 
stock market at all now; we just do not like it nearly as well as then. 

Quite to the contrary, to state my investment policy another way, 
I could say with equal conviction that all investors at this time 
should have about 40 per cent of their investible assets in good, 
sound, dividend-paying common stocks of our country’s leading pro- 
ductive corporations. Our whole future, basically, rests upon our 
ability to produce goods—for war or peace, or both. On that premise 
we have hand picked sixty-five good quality common stocks for our 
fully invested Common Stock Fund; and because I feel that they 
represent the hard core of American production, I have no hesitancy 
in recommending stocks like these for long-term investment, even 
at this time up to around 4o per cent of one’s investible assets. 

It is not a contradiction to think that the longer-term direction of 
stock prices is up, and also believe that the current potential ele- 
ments of danger require a cautious investment policy at this time. 
Remember, investment success is not measured alone by the end 
result, but also by the degree of risk taken to achieve it. A manager 
of money cannot avoid having specific opinions; he can avoid undue 
risk. 








DISCUSSION 


Jacosp O. KamM:* We have heard three valuable and extremely 
interesting papers on investment conditions and policies. Although 
there are wide variances among these papers because of differences 
in topic, approach, and emphasis, the papers do evidence agreement 
on some important points. 

All of our speakers have stressed the importance of analyzing 
economic factors in determining the soundness of security market 
levels. The current business boom is the longest period of prosperity 
ever experienced in United States history. National prosperity has 
rested upon the expansion of the capital goods sector of our econ- 
omy. And in 1951 total expenditures for plant and equipment 
reached a record high at an estimated $25,000,000,000. In 1952 
they will continue on a large-scale although about 10 per cent under 
1951. The tremendous productive capacity of American industry 
has been illustrated in the past year when in spite of the record 
capital expansion, the supplying of materials for war, and a high 
level of consumption, inventories of retailers, wholesalers, and man- 
ufacturers were able to rise $8,000,000,000. 

Under the Mills Plan adopted by Congress in 1950 an increased 
proportion of corporate income taxes (70 per cent) must be paid in 
the first half of 1952 compared to that paid in the first half of each 
of the last two years. This will amount to about $17,000,000,000 
compared to $9,900,000,000 in 1951. Corporations will have insuffi- 
cient funds to pay the heavier taxes, finance new capital projects, 
continue current dividend rates, and provide for current huge inven- 
tory and accounts receivable requirements without borrowing from 
banks or others or selling new securities to investors. Corporate 
holdings of Treasury bonds have declined from 150 per cent of lia- 
bilities as of December 31, 1949, to approximately go per cent at the 
end of 1951. Professor Bellemore has stated that the current bull 
market rests to a significant degree on an inflationary psychology. 
If this outlook were undermined, stocks could experience a sharp 
decline from current levels. 

Mr. Schreder has pointed out by means of a series of excellent 
charts that stocks although historically high in price are not his- 
torically overpriced in terms of recognized analytical tests. Taking 
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the price-earnings ratios of the Dow-Jones industrial average at im- 
portant tops starting with 1929, we find the following: 


Dow-Jones Industrial Price-Earn- 
Day and Year Average ings Ratio* 
Sept. 3, 1929 381.17 17.5 
March 10, 1937 : . 194.40 16.6 
Nov. 12, 1938 158.41 39.8 
May 29, 1946 ‘ 212.50 16.8 
Dec. 19, 1951 (current) : 267.61 10.1 


* Based on the annual rate of earnings at the time the price 
top was reached, except in 1951 when projected after-tax earn- 
ings of $26.50 are used. 


The current price-earnings ratio is certainly not at the level usu- 
ally associated with market tops. However, history also tells us that 
price-earnings ratios in themselves are not sufficient to indicate mar- 
ket tops. In many bear markets price-earnings ratios actually rise 
as common stocks fall in price. We find the best example of this 
in the bear market of 1929-32 when price-earnings ratios in the 
market decline rose from 17.5 in 1929 to 93.7 at the market low in 
1932. 

A study of stock yields of the Dow-Jones industrial average at 
important bull market tops discloses that the current yield of this 
average is far above the yield level typically associated with a re- 
versal in trend. The following data show the yield at important 
market tops of the last two decades. 






















Dow-Jones Industrial Yield in 
Day and Year Average Per Cent 
) Sept. 3, 1929 381.17 3.33 
March 10, 1937 ‘ . 194.40 3.76 
Nov. 12, 1938 .. 1§8.41 3.56 
May 29, 1946 212.50 3.23 
Dec. 19, 1951 (current) 267.61 5.78 


If we compute the yield advantage of the Dow-Jones industrial 
average of common stocks over a high-grade bond average, the fol- 
lowing results. 


Common Stock High-Grade Yield Ad- 


} Yield in Bond Yield vantage Stocks 

Day and Year Per Cent in Per Cent* over Bonds 

Sept. 3, 1929 . 333 5.18 —1.85 

March 10, 1937 3.76 3.24 52 

} Nov. 12, 1938 3.56 2.89 .67 
May 29, 1946 3.23 2.59 64 
Dec. 19, 1951 (current) 5.78 3.12 2.66 


* Dow-Jones 10 industrial bonds used in 1929 and Barron’s ro high- 
! grade corporate bonds used at other dates. 
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Again we find the yield advantage above that considered typical 
at bull market highs. 

Bull markets usually do not top out when the price-earnings ratio 
is 10, when the yield of high-grade industrial stocks is close to the 
fifty-year average percentage of return on stocks, and when the yield 
advantage of high-grade industrial stocks over high-grade bonds is 
as much as 2.66 per cent. 

However, while major stock market declines in the past have usu- 
ally come when price-earnings ratios are high, when common stock 
yields are low, and when the income advantage of common stocks 
over bonds is less than 2 per cent, it is conceivable that such a de- 
cline could begin from levels at or near those prevailing today. As 
Professor Bellemore has pointed out, a clouded psychological out- 
look has plagued investors in the post-World War II years. Thus 
the bear market may have bottomed out in 1949 at a lower price- 
earnings ratio, a higher yield, and a higher yield advantage of com- 
mons over high-grade bonds than are typical because of the general 
psychological milieu; and the bull market in turn may top out at a 
lower price-earnings ratio, a higher yield, and a higher yield advan- 
tage of commons over bonds than is typical for the same reason. 

Let us assume for purposes of analysis of the current situation 
that the average annual dividend income on stocks in general and 
the average yield rate at which such stocks are capitalized in the 
market are immediate determinants of the level of security prices. 
We can then arrange various combinations as to annual income and 
as to yield rate as follows: 


Annual Income Yield Rate Stock Market Price Level 

Constant Constant Constant 

Rises Constant Rises 

Falls Constant Falls 

Cons Falls Rises 

Const: Rises Falls 

Rises Falls Rises 

Falis Rises Falls 

Rises Rises Indeterminate* 

Falls Falls Indeterminate* 


* Depends on which of the changes is more powerful. 


In order to determine the appropriate combination of annual in- 
come and yield rate, we analyze current conditions. Corporate 
profits in 1951 even after heavier taxes are deducted are still twice 
as large as dividends paid in 1951. But corporate earnings have 
turned down after nearly a decade of rise as Mr. Schreder has 
pointed out. The declining liquidity of corporations has also been 
portrayed. These factors are placing pressure on corporations to 
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lower dividends rather than raise them. The boost in bank interest 
rates on loans to prime borrowers on December 18, 1951, from 2} 
per cent to 3 per cent followed by only two months an earlier in- 
crease of this rate from 24 per cent to 2} per cent. The rise in the 
prime rate tends to bring about a general upward revision of the 
interest rate structure for all classes of borrowers. It has already 
resulted in an increased yield on Treasury bonds to the highest in 
fourteen years. The stock market sooner or later is certain to reflect 
these changes. We find that when dividend income declines and the 
yield rate rises (the seventh combination listed above), the price 
level of stocks declines. 

The foregoing presentation is necessarily simplified. Investor psy- 
chology may be such as to force stocks to higher price levels and 
result in their being capitalized at the lower yields that usually 
characterize bull market tops. But the events of just the last few 
days have narrowed further the yield advantage of stocks over 
bonds. And certainly the possibility of dividend reductions in the 
year ahead cannot be lightly dismissed. Professor Bellemore has pre- 
sented a masterful example of the importance of investor psychology 
as an influence on stock prices and has called our attention to the 
swiftness with which investor optimism can change to bearishness. 

As our speakers have pointed out, the present period should be 
one of investment caution in which upgrading of common stock- 
holdings, building of cash reserves, and a high degree of selectivity 
characterize the intelligent investor’s approach. 


GrorcE L. LEFFLER:* The stock market outlook for a coming 
year has seldom been more confused than it is today. Many factors 
can be used as guides to possible changes in the market for the forth- 
coming months. None is too reliable as a forecaster. Combined they 
give a forecast that is baffling in the extreme. Let us examine a few 
of them. 

Physical production.—A very significant indicator of economic 
conditions is the Index of Physical Production of the Federal Re- 
serve Board. It is not as reliable an indicator of stock prices as it is 
of business conditions and its correlation is often not only low but 
may even be negative, as was found from 1939 to 1942. From a level 
of 219 in late 1951 it will possibly rise to 225 or 230 in 1952, a gain 
of 5 per cent at most. This should be a favorable sign of better 
stock prices, but it cannot be accepted with too great an assurance. 

Gross national product.—Our gross national product, which stood 
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at $328 billion in the third quarter of 1951, will probably rise an- 
other $20 billion by late 1952, an increase of 6 per cent. Half of this 
expansion will doubtless come from increases in physical production 
and half form inflationary influences. Here again we find a stimu- 
lant to higher stock prices. 

Wholesale prices—A great body of public opinion, including 
many high-ranking public officials, holds to the thesis that inflation 
is inevitable in 1952. Some inflation seems likely, but the danger of 
real inflation is much less than is generally anticipated. Much de- 
pends on the outcome of wage contracts, especially those in the steel 
industry. Much also depends on how long the general public con- 
tinues its high volume of savings, now nearly 10 per cent of dis- 
posable personal income. This has been a real factor in 1951 in 
holding prices down. So far we have worried more about inflation 
than has been necessary and the government has shouted, “Inflation 
is Coming!” much louder than has been desirable for a stable econ- 
omy. If individuals are now convinced of the danger of real infla- 
tion, why do we now have such a high volume of personal savings, 
an increase in life insurance sales, a rising volume of savings de- 
posits, and a slump in retail sales? 

Much depends in 1952 on how well the public keeps calm. It is 
hoped that the two buying sprees of 1950 have taught it a lesson 
and that it will not get excited again over inflation and goods short- 
ages. Our immense productive capacity is a good barrier to extreme 
inflation. We can produce guns and butter—barring all-out war. 

There is no doubt that there will be a great volume of federal 
deficit spending in 1952. On the other hand, the inflation psychology 
in the first nine months of the Korean war has ended, both for busi- 
nessmen and consumers. If public psychology remains calm, it can 
largely offset the large federal deficit of 1952. 

As has just been pointed out in another paper, the public is often 
badly informed as to the effects of inflation on security prices. The 
past fifteen years have given ample evidence that stock prices do 
not discount inflationary effects properly. From a theoretical stand- 
point a good case can be made out that inflation should have a great 
influence on stock prices, but when one tries to find a correlation 
between the two, he often finds almost negligible relationships. It 
will be remembered that in the period 1923 to 1929 wholesale prices 
were declining slowly, but the stock market showed its greatest bull 
market tendencies in the late years of the period. In the first three 
years of World War II—1939 to 1942—there was a steady rise in 
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wholesale prices, yet the market performed very badly. In the spring 
of 1946, when commodity price controls were entirely scrapped and 
there began a period of strong postwar inflation, the market broke 
sharply only a few months later. 

Even if inflation were a reliable barometer of stock prices, it 
would not be too useful for the market follower in that it cannot be 
forecast with much accuracy. In the past fifteen months nearly 
everyone, including government officials, has been proclaiming from 
the housetops that inflation was inevitable. Many believed it, in- 
cluding business executives and consumers, and yet what happened? 
Wholesale prices at the end of December, 1951, were only a little 
above those of a year ago and in January will certainly fall below 
the level of January, 1951. Consumers have grown tired of the infla- 
tion wolf, wolf cry. They have reduced their buying and inflation 
has become “tired” in popular terminology. 

In conclusion, on the matter of inflation in wholesale prices one 
can say that it is not inevitable, it can be avoided to a large extent 
with common sense, and even if it were to occur it would not be a 
definite signal that stock prices would advance. 

Business inventories—There should not be any inventory boom 
in 1952 to stimulate the stock market. Inventory expansion was a 
big factor in causing an increase in wholesale prices and higher busi- 
ness production in 1950 and 1951. This influence has now moderated 
greatly. The worry now of many business men is not how to increase 
inventories but how to dispose of them. The $12 billion rise in Au- 
gust, 1951, from the inventory level of the year before was not due 
so much to rising prices as to a high level of production and a failure 
of goods to move out of manufacturers’, wholesalers’, and retail- 
ers’ hands. 

Manufacturers’ inventories are likely to fall in 1952 and get into 
better shape because of defense production. Retailer inventories 
have already fallen 10 per cent from those of May, 1951. Manufac- 
turers of consumers goods now have such high inventories in many 
cases that they are striving to obtain larger defense contracts to 
keep their plants operating at full capacity. 

The continued high level of business inventories is a fine barrier 
to further inflation as long as it lasts. Many manufacturers and 
government officials continue to predict consumer goods shortages 
in 1952, but they can be wrong again as they were in 1951. Even if 
inventories work down from present levels, and this seems a reason- 
able assumption, our big productive capacity can keep them reason- 
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ably high without undue strain except in a few lines where metal 
shortages will develop. The inventory situation will not be an in- 
flationary influence on the stock market in 1952. 

Personal savings——One of the most favorable aspects of the 
present situation is the high rate and volume of personal savings. It 
is hoped that this condition will last. The rate of savings is now 
$21.7 billion per year. It is running at the rate of nearly 10 per cent 
of disposable income—a peace-time high—as against only 2.2 per 
cent in the third quarter of 1950. The present trend is likely to con- 
tinue into 1952 unless inflation breaks out again in virulent form. 
The possible causes of the present high level of savings include the 
fact that people are now more price conscious, that they have al- 
ready purchased for most immediate needs, and that there is less 
fear of merchandise shortages. 

Businessmen who are counting on this increase in personal savings 
to stimulate sales in 1952 are likely to be disappointed. Much saving 
is being done by higher income groups and will not be available 
for consumer goods buying. It should be remembered that the top 
20 per cent of the families in the country do go per cent of the sav- 
ing. Much of the present volume of savings, such as for debt retire- 
ment, insurance and pension funds, goes into non-liquid savings and 
is not available for the purchase of goods. A considerable volume of 
present savings should find an outlet in the securities markets and 
thus provide a stimulating effect on stock prices in 1952. 

Personal incomes.—Personal incomes are likely to rise in 1952, 
perhaps as much as 5 per cent. There will be increased employment 
for the country as a whole and there will be higher wage scales in 
many industries. Personal incomes stood at $253 billion in the third 
quarter of 1951. Although they have been rising in 1951, there has 
been a marked slowing down in the rate of increase in recent months. 
This trend is likely to continue. A high level of personal incomes 
furnishes a potential demand for securities that could give genuine 
support to the market. 

Personal spending.—Personal spending, which was $208 billion 
in the first quarter of 1951, dropped to $202 billion in the second 
and third quarters. This was not due to a fall in personal incomes, 
which rose in all three quarters, but to less buying of merchandise 
and more savings. It would be a very hopeful sign for the stability 
of the economy if this level can be maintained. Personal spending 
is not likely to drop much below $202 billion, but it is hoped that it 
does not rise faster than personal incomes in 1952. The recent drop 
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in personal spending has been a deflationary influence and as such 
is one of the many influences which must affect stock prices. 

Cost of living.—A further rise in the cost of living seems prob- 
able in 1952. In December, 1951, the consumers price index stood 
at 189.1, the years 1935-39 being 100. The index could easily rise 
another five points in the coming year against ten points in the past 
twelve months. As an indicator of stock prices it has less significance 
than have wholesale prices. 

Construction.—The construction outlook for 1952 points to lower 
levels of activity. There will be no materials shortages for such 
products as lumber, cement, brick, and plaster. It will be a bad 
year, however, for plumbing supplies and fittings and electrical 
wiring. Building supplies made of copper will be in very short sup- 
ply for the next two years, although steel and aluminum will ease 
somewhat in late 1952. 

The housing officials of the federal government are planning on 
substantially lower quotas for housing in 1952. A figure of 800,000 
housing starts is being quoted as against 1,090,000 in 1951. It is 
doubtful if there will be enough metal available for even 800,000 
units next year. Already many contractors are viewing the situation 
with extreme alarm. A heavy reduction in commercial construction 
is inevitable in 1952 with declines up to 40 per cent being mentioned. 
In the industrial construction field the decline will be very moderate. 
The plant expansion in non-defense industries has already passed its 
peak and should decline in 1952. The defense industries will con- 
tinue to build heavily for the early months of 1952, but should then 
find that new facility requirements are substantially met. There will 
be heavy outlays for atomic energy projects and military instal- 
lations. 

The very high level of construction activity in recent years has 
been a great sustaining influence on the economy. Its contraction in 
1952 of perhaps 5 to 10 per cent should be a deflationary influence 
to be welcomed. Again, we have a depressing influence on stock 
prices of extreme importance. 

Corporate profits—The outlook for corporate profits is poor. 
This condition is of special importance to the securities market 
analyst in that corporate earnings are the most important single indi- 
cator of stock prices. Profits after taxes for the first three quarters 
of 1951 were down about ro per cent from a year ago with three 
companies out of four showing lower earnings. In the fourth quarter 
profits are not likely to show as great a year-to-year loss as in the 
third quarter since tax write-offs will not be as large. Nevertheless, 
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it is doubtful whether the entire year will show total profits as much 
as $18.6 billion for all American corporations. This would represent 
a loss of 18 per cent from 1950. 

For 1952 corporate profits after taxes are apt to be lower rather 
than higher. There will be a lower profit margin on defense orders 
which will increase in relative importance as compared to non- 
defense business with high profit margins. Substitute materials will 
raise production costs. A seventh round of wage increases is likely 
to increase production costs and may not be too easily transferred 
into higher prices. Business will continue to be spotty for many lines 
of activity. The rising wholesale price level and the booming expan- 
sion in inventories in 1950 and early 1951 will no longer be present 
to stimulate profits. In addition, the heavy income tax burdens, 
recently increased, will cut sharply into profits before taxes. Price 
controls will not permit business men to add rising costs to selling 
prices as easily as has been true hitherto. 

On the whole, therefore, the outlook for improved net profits after 
taxes in 1952 is not good and this will be a depressing factor on 
securities prices. 

Corporate dividends.—Corporate dividends in 1951 have been 
excellent. For the first ten months of 1951 they were up 9 per cent 
from those of the same period of 1950. For the year as a whole they 
will be between $9.5 and $10.0 billion. A total of $9.8 billion would 
mean a gain for the year of 7 per cent. 

For the year 1952 there would seem to be no possibility of greater 
dividends than were enjoyed in 1951. On the other hand, a 10 per 
cent reduction would not be unreasonable in view of the inevitable 
reduction in corporate earnings. The gloom of anticipated lower 
profits is offset somewhat by the fact that corporations at present 
are paying a very low percentage of profits out in dividends and also 
that the cash needs of corporations in 1952 will not be so great for 
plant and equipment needs. 

All things considered, it does not seem reasonable to conclude 
that corporate dividends in 1952 will stimulate greatly the stock 
market. Certainly they will not expand as they have done in 1950 
and 1951. 

The price-earnings ratio.—One of the most significant ratios used 
in the analysis of stocks is the price-earnings ratio. Present ratios 
would seem to indicate that stock prices are conservative in com- 
parison to bull markets in the past. In October, 1951, both the Dow 
Jones industrial average and the Barron’s 50-stock average showed 
ratios of close to ten-to-one. Ratios of more than twenty-to-one are 
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often found in bull markets. This fact should give the present stock 
market added strength for the coming year. Stocks are not too high 
on the basis of price-earnings ratios judged by the historical record. 

A very significant point to stress at this time is that the price- 
earnings ratio is much less useful as a yardstick of stock prices than 
it was a number of years ago. In the period 1936-40 the companies 
represented by the Dow Jones industrial average paid out 72 per 
cent of their earnings in dividends and retained only 28 per cent for 
surplus. In 1950 the Dow Jones industrials paid out only 53 per 
cent. 

Let us take a corporation which paid out 75 per cent of its earn- 
ings as dividends in 1939 and the same company paying out 50 per 
cent in 1951. What are the equivalent price-earnings ratios? If the 
company paid out $5.00 in dividends each year it would have had to 
earn $6.67 in 1939 and $iv.00 in 1951 on a per share basis. If the 
stock were selling at $100 in each year, it would have been selling 
on a fifteen-to-one basis in 1939 and a ten-to-one basis in 1950. The 
market price and the dividends would have been the same in each 
year, but the price-earnings ratio would have been different. In other 
words, a ten-to-one ratio today means about the same thing as a fif- 
teen-to-one ratio before World War IT. A dollar today buys only two- 
thirds as many earnings as it did ten years ago. On this basis, stocks 
are priced a great deal higher than many individuals realize. Corpo- 
rations are not paying out dividends as liberally as they used to do. 
The ten-to-one price-earnings ratio in 1951 is very misleading in 
comparison to former years and should not be given the same weight 
as in earlier years in evaluating stock prices. 

The price-dividends ratio—As we have suggested, the present 
price-earnings ratio for stocks is of less significance than formerly. 
Perhaps stock buyers should use some other ratio in stock evalua- 
tion, such as the ratio of market price to dividends. Dividends in 
the last analysis are one of the two main justifications for stock 
ownership. The other main one, of course, is appreciation. The pres- 
ent price-earnings ratio is about seventeen-to-one, which is the same 
thing as saying that stocks are yielding close to 6 per cent. Since 
the long-term ratio for common stocks is about seventeen-to-one, it 
can be concluded that stocks are not overvalued on the basis of 
present-day stock prices. Here is another sustaining factor for the 
1952 market. 

Stock yields—The stock yield is. a highly important measure- 
ment of the level of stock prices. In the final quarter of 1951 the 
yield was close to 6 per cent for high-grade common stocks. This 
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high yield indicates that present-day stock prices are valued con- 
servatively in two ways: first, in comparison to bond yields and, 
second, in comparison to historical stock yields in previous bull 
markets. At the present time stock yields are more than double the 
yields on triple-A bonds, whereas in 1929 they were only 53 per cent 
of bond yields and in 1946 only 125 per cent. This should encourage 
investors to prefer stocks to bonds and should strengthen the stock 
market. 

In the second place, as indicated, stock yields are excellent at 
present. In 1929 at the peak they were down to 3.3 per cent; in 
1946 they fell as low as 3.2 per cent. The Moody 125-stock average 
for industrials showed a yield of only 4.8 per cent over a period of 
the last fifteen years. The present market has not driven prices so 
high that yields are excessively deflated. This is a sign of strength 
in the present market. 

In terms of purchasing power stock prices are probably as high 
as in 1929. In that year a dividend of $3.30 on a $100 investment 
bought fully as many goods and services as does a $6.00 dividend 
today. Yet it is a commonplace, of course, that the average securi- 
ties owner has taken an unbelievable reduction in real income since 
the 1920’s. 

The outlook for 1952.—The future of stock prices in 1952 is 
generally considered to be highly confused because of the uncertain- 
ties of the Korean war, which holds the key to the entire political and 
economic outlook today. Yet the outlook for stock prices is always 
confused. There has never been any easily available crystal ball to 
forecast stock prices, even in the quietest and most stable years of 
peacetime prosperity. 

As a forecast, the author is inclined to believe that present-day 
bullish and bearish factors in the stock market are fairly well 
matched. There is no definite market trend indicated for 1952. The 
forces which make for higher stock prices include higher gross 
national product, higher industrial production, larger disposable 
personal income, increased deficit spending, some inflation, and 
some improvement in consumer spending. They are largely offset 
by such factors as the discouraging outlook for corporate profits, 
dividends, profit margins and building construction. The burden of 
extremely heavy corporate taxes will do much to hold down cor- 
porate earnings and dividends and to prevent a runaway bull market 
in stocks. It is not unreasonable to assume that the Dow Jones in- 
dustrial average will fluctuate within a narrow trend channel of 255 
to 285 during most of the coming year. 
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SINCE THE GENERAL SUBJECT of practical limitations to the net in- 
come tax is an uncomfortably large world in which to roam, let me 
begin by marking off the territory traversed by this paper. First, it 
singles out the federal individual income tax for examination. Sec- 
ond, it focuses mainly on revenue potential and equity considera- 
tions and briefly reviews economic factors; constitutional and polit- 
ical obstacles have been analyzed by Professor Ratchford. Third, it 
assumes that the economic setting in which we approach the upper 
limits to income taxation is characterized by full employment, a 
continuing threat of inflation, and emphasis on the economic goal 
of maximum output. Fourth, it assumes that, in this setting, accept- 
ing any given level of income taxes as the upper limit is simply 
another way of saying that from there on such alternatives as sales 
taxes, inflation, and higher interest rates will entail less inequity 
and loss of production. 


1. REVENUE POTENTIAL 


To visualize more clearly what revenues are at stake in the con- 
troversy over income tax limits—and to lay at rest any suggestion 
that the entire potential of the tax is already pre-empted by present 
rates—it may be helpful to explore the revenue possibilities of this 
tax. This involves two types of measurement. One is straight arith- 
metic: it computes the amounts of additional revenue that could be 
realized by changes in rates, exemptions, and structure. The other 
is normative: it compares existing liabilities with liabilities under 
previous laws, Treasury recommendations, and the like. 


* This article by Walter W. Heller and the following two articles by B. U. Ratchford, 
and George F. Break, with discussions by L. L. Ecker-Racz, Martin R. Gainsbrugh 
and Lawrence H. Seltzer, were presented at a meeting of the American Finance Asso- 
ciation in Boston on December 27, 1951. The general subject discussed at the session 
was “Practical Limitations on the Federal Net Income Tax.” The program was under 
the chairmanship of Harold M. Groves, University of Wisconsin. 
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A. ESTIMATES OF YIELD AND BASE 


On the basis of Treasury revenue estimates presented to Con- 
gress in connection with the Revenue Act of 1951, adjusted upward 
to reflect the higher current levels of aggregate personal income 
(about $260 billion), one may estimate additional revenues from 
various changes in the law roughly as follows:* (a) $1.0 billion-plus 
by increasing all bracket rates by one percentage point (reflecting 
a surtax net income of about $105 billion); () $2.5 billion by 
reducing the per capita exemption from $600 to $500 (based on ap- 
proximately a hundred million exemptions now being claimed on 
taxable returns); (c) $2.6 billion by eliminating the tax advantage 
of income splitting between husbands and wives; (d) $o.4 billion by 
increasing the ceiling rate on capital gains by 50 per cent (from 26 
per cent to 39 per cent and lengthening the holding period from the 
present six months to one year. 

Without going beyond these four possibilities, one can readily 
see up to $8 billion of revenues from the income tax (political limita- 
tions aside). A one-point rate increase, combined with “unsplitting” 
of income and a $100 reduction in exemptions, would yield about 
$6.2 billion, or half a billion more than a 5 per cent federal retail 
sales tax exempting food and medicines.* Or, to take a politically 
more feasible alternative, the yield of the 5 per cent sales tax could 
be matched by raising the 22.2 per cent basic rate of the individual 
income tax to 25 per cent (with corresponding increases throughout 
all but the top of the rate scale) combined with a $50 reduction in 
exemptions and withdrawal of one-half of the privilege of income 
splitting. The $8.6 billion yield of a retail sales tax without exemp- 
tion of food and medicines could be matched by a 3-point rate in- 
crease combined with the other three measures listed above. 

Expansion of the tax base without reductions in exemptions is 
another aspect of the arithmetic of revenue potential. On the basis 
of an anticipated 1951 personal income of $250 billion, $181.2 
billion was expected to appear as adjusted gross income on individ- 
ual returns. In terms of past relationships, this suggests a net 
income of $160 billion after deductions for interest, other taxes, 


1. By taking a stated level of personal income as given, these estimates implicitly deny 
that the tax increases will be self-defeating, ie., will so curtail output as to offset part 
or all of the revenue effects of the income. For an exploration of such possibilities, see 
M. Bronfenbrenner, “Diminishing Returns in Federal Taxation?” Journal of Political 
Economy (October, 1942), pp. 699-717. 

2. Sales tax revenue estimates by the Treasury are presented in Hearings before the 
Senate Finance Committee, Revenue Act of 1951, p. 104. 
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charitable contributions, and the like. Without changes in rates or 
exemptions, increased revenues could be realized (a) by reducing 
the 10 per cent standard deduction to 8, 7, or 6 per cent or disallow- 
ing deduction of specific items like property taxes on homes, (b) by 
bringing into the base such excluded items as imputed rental value of 
owner-occupied homes and non-cash farm income (each about $3 
billion), and (c) by more rigorous enforcement.* 

The amount of income remaining after tax, distributed by size 
of income, is also significant in an appraisal of revenue potential. 
Of the $181.2 billion of adjusted gross income for 1951, the Rev- 
enue Act of 1951 would take (on a full-year basis) $26.4 billion, 
leaving $154.8 billion divided by income classes as follows:* 





Adjusted Gross Adjusted Gross Income Number of Taxable 
Income Class minus Personal Income Tax Returns in Class 
Under $5,000 $91.3 billion 33-9 million 
5,000-10,000 35.7 billion 6.3 million 
10,000-2 5,000 17.4 billion 1.5 million 
Over 25,000 10.4 billion 3 million 
$154.8 billion 42.0 million 


B. COMPARISONS OF TAX RATES AND LEVELS 


The foregoing figures suggest that substantial additional revenue 
can be derived from the individual income tax. What significant 
policy judgments can be cited that we should do so? Table 1 pre- 
sents two such judgments, one by the United States Treasury De- 
partment and the other by the House of Representatives. As the 
table shows, the total increase voted by Congress in 1951 ($2.4 
billion) falls considerably short of the increases deemed advisable 
by the Treasury ($3.8 billion) and the House ($2.9 billion). Even 
more striking is the divergence in judgments as to the distribution 
of burden. For example, Congress enacted 55 per cent of the Treas- 
ury-recommended increases for incomes below $5,000, 111 per cent 


3. The great bulk of the nearly $7o billion difference between personal income and 
adjusted gross income is accounted for by three items: transfer payments (around 
$12 billion), incomes falling below personal exemptions (perhaps $20 billion), and 
income simply not accounted for (about $25 billion), consisting of “statistical dis- 
crepancy” and underreporting on tax returns. For data and analysis pertaining to these 
relationships in 1948, see Albert G. Hart and E. Cary Brown, Financing Defense (New 
York: The Twentieth Century Fund, 1951), pp. 99-104. 

4. For sources of data, see Table 1, below. Adjusted gross income is used rather than 
net income mainly because of availability of data, but partly also because the deduc- 
tions allowed by law in moving from adjusted gross to net income are not for the 
most part expenses of earning income. Rather, they consist of (@) consumption ex- 
penditures which are given deductible status only by special provision of law and 
(b) in the case of beneficiaries of the 10 per cent standard deduction, partly of ex- 
penditures which are presumed to be, but are not in fact, made. 
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for incomes between $50,000 and $100,000, and well under 50 per 
cent above $500,000. It enacted close to 90 per cent of the House 
approved increases for incomes up to $50,000 and then sharply less 
for incomes above that level. 

Another norm by which present tax levels are often judged is the 
World War II experience. Table 2 compares effective rates under 
the 1951 Act with the peak wartime rates as well as the “point-of- 


TABLE 1 
COMPARISON OF ESTIMATED INDIVIDUAL INCOME TAX INCREASE IN REVENUE 
ACT OF 1951 WITH TREASURY PROPOSAL AND HOUSE BILL* 


(Money Amounts in Millions) 




















INCREASE OVER Prior Lawt INCREASE IN 1951 AcT 

As Per- As Per- 

ADJUSTED Prior Law centage of centage of 
Gross INcoME LIABILITIES Treasury House Revenue Increase Increase 

CLAss (REVENUE Proposal Bill Act of Proposed Approved 

($000) AcT OF 1950) t9s1t 1951 19518 by Treasury by House 
Under $1....... $ 38.1 $ 7.6 $ 4.8 $ 4.2 65.3 87.5 
I-2.. 712.2 142.4 89.0 78.3 55.0 88.0 
2~3.. 1,828.7 365.6 228.6 201.2 55.0 88.0 
>4.. 2,783.6 554-5 347-4 306. 5 55-3 88.2 
rs... 2,913.2 578.9 361.9 319-9 55-3 88.4 
Under $s. . 8,275.9 1,649.0 1,031.7 gI0.2 55 88.2 
5-10. 5,004.5 967.0 619.9 556.0 57-5 89.7 
10-25... 3,992.3 662.5 484.3 444.9 67.2 91.9 
25-50. 2,308.0 275.0 278.2 253.0 92.0 9°.9 
50-100. 1,940.9 159.4 235-9 176.9 IIrl.o 75-4 
100-250. . 1,464.5 89.8 174.5 78.4 87.3 44.9 
250-500... 473-4 21.9 ag.3 12.4 56.6 26.3 
500-1 ,000. . 256.8 10.1 20.0 3-9 38.6 19.5 
1,000 and over. . 254.4 9-9 10.5 2.6 26.3 24.8 
sandover.. 15,694.8 2,195.6 1,870.5 1,528.1 69.6 81.7 
Total.. 23,970.7 3,844.6 2,902.1 2,438.3 63.4 84.0 


Sources: Data presented by U.S. Treasury Department in Hearings before the Com- 
mittee on Finance, United States Senate, Revenue Act of 1951, p. 135, and in Tax Ad 
visory Staff, The Revenue Act of 1951, A Summary (mimeo, Nov. 14, 1951), p. 29. 

* Estimates based on personal income level of $250 billion (cf. Hearings before the 
Committee on Ways and Means, House of Representatives, Revenue Revision of 
1951, p. 2878). 

t Excludes increases in tax on capital gains as follows: Treasury proposal: $440 
million; House bill: $79 million; Revenue Act of 1951: $17 million. 

t In addition, Secretary Snyder stated in the hearings before the Senate Finance Com- 
mittee (op. cit., p. 115), “To the extent that excise tax increases fall short of the 
additional revenue from this source recommended by the President, I would urge 
that the difference be made up from higher individual income taxes.” At the time of 
his statement, the shortfall was $2 billion. 

§ Adjusted for a tax reduction of $44 million for heads of households. 
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departure” rates under the 1940 and 1948 Acts.® Three major 
points stand out in this comparison: (1) although rates for single 
persons closely approach or even exceed the wartime peaks (e.g., be- 
tween $15,000 and $50,000), those for married persons—as a result 
of income splitting—fall consistently and even sharply below those 
peaks;° (2) in the range below $5,o00—where much of the income 
tax base lies—increases of 5 to 10 per cent in current liabilities of 
single persons and 15 to 25 per cent for married persons would be 
necessary to bring them up to peak wartime levels; and (3) the low 
starting point for World War II increases is in marked contrast with 
the high plateau from which present increases started. 

In intertemporal as in international tax comparisons, one is typi- 
cally plagued by problems of non-comparability and misleading in- 
ferences. The present comparisons are no exception. Their main 
statistical shortcoming is that no correction has been made for price 
changes. A comparison in terms of real income equivalents would 
require that a given money income in 1945 (taxable under the 1944 
Act) be matched with a higher income in 1952 (taxable under the 
1951 Act). This can perhaps best be done by utilizing (with extra- 
polation) the price deflators applied by the Department of Com- 
merce to personal consumption expenditures.’ In the middle range of 
incomes where these deflators would appear to be applicable with 
least question—the composition of expenditures of income recipients 
near the bottom or the top of the income scale may be such as to 
make the Commerce deflator inapplicable in these areas—money in- 
come in 1952 would have to be one-third higher than in 1945 to be 
equivalent in real terms. For example, the effective rate of 24.9 per 
cent at $8,o00 under the 1951 Act for a single person (Table 2) should 
by this standard be compared with the 23.3 per cent rate for the 
$6,000 income rather than the 25.4 per cent rate for the $8,000 in- 
come under the 1944 Act. Similarly, for a married person with a 
current income of $8,000, the comparison would be between 19.7 per 
cent and 21.1 per cent instead of 19.7 and 23.6 per cent. 

Another approach which would work in the same direction would 


5. State income taxes are omitted from the comparisons in Tables 1 and 2 both 
because they are a relatively minor element and because they are for all practical 
purposes a constant. 

6. This comparison does not hold, of course, for married couples who, by reason of 
residence in community property states or by resort to other splitting devices, were 
able to avail themselves of lower rates even in the pre-1948 period. 

7. See Supplement to Survey of Current Business, National Income 1951 Edition, 
pp. 141-46. The deflators for personal consumption expenditures, with 1939 equal to 
100, were 142.6 for 1945 and 178.0 for 1950. Movements in the consumer price index 
of the Bureau of Labor Statistics suggest that a deflator of 190 would be a reasonable 
estimate for 1952. 
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be to compare the taxes on incomes occupying the same relative 
position on the income scale in 1945 and 1952. Although data for 
such a comparison are not at hand, one may safely assume that, 
for example, the median income or the income at the top of the low- 
est quartile will be higher in both money terms and real terms in 
1952 than the corresponding relative income in 1945. 

The impression that we are at or near peak wartime income tax 
levels is buttressed by an examination of certain aggregate relation- 
ships. In 1945, the individual income tax yielded $18.6 billion, which 


TABLE 2 


COMPARISON OF EFFECTIVE RATES OF FEDERAL INDIVIDUAL INCOME TAX 
UNDER REVENUE ACTS OF 1940, 1944, 1948, AND 1951 


SiInGLE Person—No Depenxprnts Mareren Person—No Depennents 
Net Income 

BE PORE ig40 1944 1948 195t 1940 1944 1948 1gs! 
EXEMPTIONS Act Act* Actt Act} Act Act* Actt Actt 

$ 1,000 0.4% 11.5% 6.6% 8.9% 1.5% .... : 

2,000... 2.2 17.3 11.6 15.5 12.3 6.6% 8.9% 

3,000 2 19.5 13.6 18.1 o% 15.8 10.0 13.3 
5,000 3.4 22.1 16.2 21.0 2 19.5 12.6 16.9 
6,000. . 4.3 oe 17.3 22.3 2.8 21.1 13.6 18.1 
8,000 5.6 25.4 19.3 24.9 4.0 23.6 15.1 19.7 
10,000 0.9 27.6 21.2 27.2 s.3 25-9 16.2 21.0 
15,000 9.8 2.9 26.0 es.2 8.4 43.3 18.9 24.3 
25,000 17.0 42.4 34.4 43.8 15.4 41.2 23-5 30.0 
50,000 29.4 55-9 46.4 56.9 28.3 55-2 34-4 43.8 
100,000 44.3 69.9 58.38 69.7 43-5 69.4 46.4 50.9 
I ,O00 ,000 71.8 90.0 77.0 88.0 71.8 90.0 77.0 87.2 


Sources: Annual Report of the Secretary of the Treasury, Fiscal Year 1950, pp. 
248-49 and Tax Advisory Staff, The Revenue Act of 1951, A Summary (mimeo, 
Nov. 14, 1951), Pp. 24-25. 

* Peak wartime rates, with very minor exceptions for single persons. Title of 1944 

Act is “Individual Income Tax Act of 1944.” 
+t Lowest postwar rates. 

} Full-year effect. 


was 43 per cent of total federal tax receipts,® 8.6 per cent of gross 
national product, 10.2 per cent of national income, and 10.8 per cent 
of personal income. On the basis of a projected gross national prod- 
uct of $350 billion for calendar 1952°—and roughly corresponding 


8. Receipts are as reported by the Department of Commerce, Supplement to Survey 
of Current Business, National Income 1951 Edition, p. 154. The figures are predomi- 
nantly on a liability rather than a collection basis, and include social security payroll 
taxes. State individual income taxes yielded about $0.4 billion in 1945 and will yield 
perhaps $o.8 billion in 1952 in addition to the federal tax yields stated in the text. 

g. This projection is derived from Council of Economic Advisers, The Economic 
Situation at Mid-Year 1951 (July, 1951), p. 60, which suggests that at-stable prices 
it should be possible to bring “gross national product to an annual rate of over 345 
billion dollars by the middle of 1952.” The other projections are the author’s own 
rough estimates based on past relationships and the effects of the Revenue Act of 1951. 
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figures of $295 billion for national income and $270 billion for 
personal income—an individual income tax yield of about $31 billion 
and a total tax yield of about $80 billion are probable under present 
rates. In other words, this tax would account for nearly 39 per cent 
of total revenues, or 8.7 per cent of gross national product, 10.4 per 
cent of national income, and 11.1 per cent of personal income. As 
one would expect, the rise in real and money incomes since 1945 
which pushes income into higher tax brackets more than offsets the 
effects of the slightly lower rates, higher exemptions, and income- 
splitting privileges which now prevail. 

It would be quite unwarranted; of course, to infer from the fore- 
going the we have reached the limits of our income tax capacity. 
Several points may be cited in this connection. (1) Living with high 
rates as we have for nearly ten years may push upward the level of 
rates now considered “tolerable.”’ (2) The peak wartime rates were 
well below those recommended by the Roosevelt Administration and 
by the great majority of economists.’® (3) The stock of durable 
goods in consumers’ hands is vastly greater today than in 1945, 
thus providing a greatly increased flow of current services which 
does not appear in current money or taxable income. (4) Taxes alone 
do not measure the real economic burden of government operations 
(if indeed, the whole concept of “burden” has any meaning in this 
connection short of the element of expenditures representing waste 
and misallocation of resources); certainly it is relevant that we are 
currently financing nearly too per cent of costs by taxation while 
in 1945 we financed only about 50 per cent by taxes, leaving the 
remainder in small part to savings bond drives and in large part to 
actual and suppressed price inflation.” 

Our discussion to this point suggests, first, that the unexploited 
revenue potential of the income tax in a purely statistical sense is 
still large; second, that important and responsible policy bodies 
have called for further exploitation of this potential; and third, that 
while present effective rates are high by comparison with past rates, 


10. In retrospect, for example, the Council of Economic Advisers (ibid., p. 134) 
states: “Whatever evidence is available suggests that considerably higher wartime 
[individual income tax] rates would have been possible in the United States, without 
any serious damage to work and investment incentives.” 

11. See the Council of Economic Advisers’ discussion on the burden relationship 
(ibid., p. 125). The Council points out, among other things, that about $1,330 of goods 
and services per capita will be available in the first half of 1952 for personal consump- 
tion, as against only $1,130 in 1943 to 1945, both figures in today’s prices. Though 
this indicates that today’s taxpayers are clearly better off after paying taxes than they 
were in 1945, it also suggests that taxes might have been easier to pay in the psycho- 
logical sense in 1945 than today since the competing attraction of available goods and 
services was considerably weaker. 
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several important factors limit the normative significance of such 
comparisons.’* Whether it is, in fact, advisable to advance still 
further on the individual income tax front depends heavily on our 
appraisal of the fairness and the incentive effects of this tax in its 
present form. To this appraisal we now turn. 


II. CONSIDERATIONS OF SOCIAL JUSTICE 


Conceptually, the individual income tax has long been recognized 
as the most sensitive and powerful instrument of social justice in 
the fiscal field. It is able to classify people according both to primary 
determinants of ability to pay—size of income and family obliga- 
tions—and secondary determinants such as source of income and 
age. In other words, it classifies people according to those factors 
which we regard as most relevant in determining whether, for tax 
purposes, they are similarly or differently situated. Thus, it permits 
us to satisfy both demands of the concept of justice in taxation: (1) 
the internal demand of “equity,” which requires that taxes be im- 
partial or neutral in the sense of treating people in similar circum- 
stances similarly and differentiating reasonably among those in 
differing circumstances, and (2) the external demand of “equality,” 
an expression of the equalitarian ethic of a democratic society, which 
requires progression in taxation.’® 

Yet, in my opinion, it is precisely in this area of social justice 
that the most serious questions arise concerning further reliance on 
the individual income tax. In practice, long-standing imperfections 
of the tax base and tax administration have been severely aggravated 
by increases in rates and reductions in exemptions and further com- 
pounded by a host of new inroads on the base and progressivity of 
the tax. It is high time to take stock of these factors which impair 
the equity and undermine the progressivity of the income tax. 

12. International comparisons have been omitted because they are even more diffi- 
cult and dangerous than intertemporal comparisons. It is worth noting, however, that 
after due adjustment and qualification, British rates are substantially higher than ours 
while Canadian rates are substantially lower. It appears that Canadian policy is based 
on a definite conviction that wartime income tax rates were too high and that greater 
relative reliance should be placed on the manufacturers’ sales tax and other consump- 
tion taxes to finance the defense effort. In his Budget Speech of April 10, 1951, Finance 
Minister Abbott expressed fears that greater increases in income taxes would have seri- 
ously adverse incentive effects (see John F. Due, The General Manufacturers Sales Tax 
in Canada [Canadian Tax Foundation, 1951], p. 18). 

13. It should be noted that both of these elements are comprehended in the word 
“equity” as commonly used in public finance literature. This is defensible verbal short- 
hand. But its use should not be permitted to blur the distinction between the separate 
demands of impartiality and equality. It is worth incidental mention that usage which 
subsumes equality under “equity” finds little support in dictionary definitions, which 


commonly define equity in terms of “fairness,” “impartiality,” “rightness,” and “cor- 
rectness.” 
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A. EQUITY 


In order to appraise the force of equity defects as a limit to 
further reliance on individual income taxation, we need to organize 
our existing information and seek further knowledge along the fol- 
lowing lines:** first, the form and content of the impairments, with 
emphasis on those recently introduced or aggravated; second, the 
order of magnitude of tax base and revenue yield they involve; third, 
the disparities in tax liabilities they cause among individuals whom we 
judge to be in intrinsically similar circumstances; fourth, whether the 
disparities are random or perhaps even cancel each other out, or 
whether in the aggregate they favor some groups and penalize 
others; fifth, to what extent the departures from the ideal concept 
of equity can be defended by reference to other considerations. Hav- 
ing surveyed the impairments in the foregoing manner, we will then 
be in a better position to inform policy on how serious they are, to 
what extent they should and can be corrected (petty politics aside), 
and at what point—either in their present form or as corrected— 
they make resort to other taxes or inflation a preferable alternative 
to further income taxation. Needless to say, within the scope of this 
paper, only a sketchy first approximation of this survey is possible. 

The following catalogue of equity defects and “reliefs,” while far 
from exhaustive, may serve as a convenient point of departure. 

1. Exclusions of economic income from the tax base——To the 
traditional exclusions of non-money income (e.g., imputed house 
rent, food and fuel produced and consumed on the farm, appropri- 
ated stock in trade), state and local bond interest, undistributed 
corporate profits and co-operative earnings, and accrued capital 
gains at time of death, recent legislation has added such items as 
dependents’ gross income up to $600 and capital gains on sale-and- 
purchase of personal residences and has liberalized exclusions of 
military pay, allowances, and the like. 

2. Double taxation of corporate income.— To the extent that 
the corporate income tax falls on stockholders, taxpayers with 
dividend income pay higher effective rates than taxpayers with in- 
comes of identical size but derived from other sources (a discrim- 
ination which is relatively greater, the smaller the net income, i.e., 
the lower the marginal rate of individual tax). 


14. The whole problem of what constitutes a departure from equitable treatment is, 
of course, heavily subjective. In order to identify a departure from equity, one has to 
proceed from an implicit or explicit definition of “similar circumstances.” A consensus 
on a detailed definition may be difficult to achieve. The discussion in this section will 
sidestep this issue by dealing only with provisions (or lack of them) which have re- 
ceived considerable attention as inroads on the equity of the income tax. 
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3. Overgenerous deductions.—Percentage depletion is the worst 
offender, but property taxes and mortgage interest on owner-occu- 
pied homes, the 10 per cent presumptive deduction, and even the 
medical expense deduction are often cited as excessive or inappro- 
priate. 

4. Inadequate allowances for expenses of earning income.—While 
expenses connected with entrepreneurial income are deductible be- 
fore arriving at adjusted gross income, those for wages and salaries 
are either allowable only as items covered by the presumptive deduc- 
tion (e.g., union dues, professional dues, cost of uniforms) or are 
not deductible at all (e.g., commuting costs, amortized training ex- 
penses, and additional costs associated with “working wives”’). 

5. Overgenerous exemptions.—Apart from the question of wheth- 
er the $600 credit per dependent is excessive, recent legislation has 
raised other questions by liberalizing exemptions in connection with 
tax simplification (e.g., full-year exemption for part-year depend- 
ency) and entering a new area with additional exemptions for aged 
and blind persons."® 

6. Splitting of large incomes into smaller pieces——Quite apart 
from the traditional devices of multiple trust and outright gifts, the 
1948 introduction of universal husband-wife income splitting raises 
questions about the proper relationship of liabilities of single per- 
sons and married couples with identical incomes, and the 1951 
easing of family partnership rules affords new opportunities for 
splitting. 

7. Conversion of ordinary income into capital gains.—Perhaps 
the most striking development of tax avoidance in the past ten years 
is in this area, beginning in 1942 with the lowering of the ceiling 
rate to 25 per cent, the shortening of the holding period to six 
months, and the reclassification of certain business assets as “capi- 
tal assets,” and continuing in 1943, 1950, and 1951 with the confer- 
ring of capital gains treatment on income from the sale of timber, 
stock options, coal royalties, breeding livestock, and unharvested 
crops sold with a farm. 

8. Differential access to income averaging.—In contrast with the 
averaging of positive and negative income from entrepreneurial activ- 
ity via carry-overs, and the opportunities for effecting some averag- 

15. In reference to these exemptions and proposals to extend them to other physi- 
cally handicapped persons, Professor Surrey suggests that “Such a course is bound to 
result in the income tax exemption sections’ resembling the benefit provisions of an 


accident insurance policy” (Stanley S. Surrey, “Federal Taxation of the Family—The 
Revenue Act of 1948,” Harvard Law Review, Vol. LXI, p. 1103). 
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ing by manipulation of dates of realization of certain non-wage 
incomes, capital gains and losses, and professional and business 
expenses, no carry-over of unused personal exemptions or other 
averaging device is available to wage-earners. 

g. Underreporting and evasion.—Possibly the worst breach of 
all in the equity of the income tax is the differential escape from 
taxation of legally taxable income. 

10. Miscellaneous.—Rural-urban and other geographical differ- 
ences in cost of living affect real income but are not reflected in 
taxable income; “expense-account income” and income paid in kind 
provide areas of tax escape which are partly a function of income 
concept and partly a result of administration. 

A comprehensive estimate of the revenues involved in the listed 
provisions would be difficult if not impossible. But estimates that are 
available for some of the items provide a partial index of the magni- 
tudes involved. For example, imputed house rent and farm con- 
sumption represent $6 billion of potential base, and underreporting 
of interest and dividends is set at $3 billion. The annual revenue 
loss involved in exemption of state and local bond interest is $300 
million; exclusion of capital gains on change of residence, $100 
million; percentage depletion, $750 million; easing of family partner- 
ship rules, $100 million; failure to withhold taxes from interest and 
dividend payments, over $300 million. Extension of half the benefits 
of income splitting to heads of households by the 1951 Act will cost 
nearly $50 million. Total income and profits tax concessions granted 
by the 1951 Act reach nearly half a billion dollars.*® 

Lest it be inferred that correction of inequities is all gain and no 
loss, revenue-wise, it is important to note that some corrections 
would be extremely costly. Full income averaging would involve 
billions of dollars of revenue loss, and the cost of carry-overs of 
unused exemptions alone would have to be counted in billions in 
periods of sharp fluctuations in income and employment. Reliefs 
for working wives might cost several hundred millions. Also, it is 
worth keeping in mind that the preferred political way of reducing 
inequities is to extend an existing privilege to new groups rather 
than withdrawing it from the present group. This may be dubbed 
the “‘most-favored-taxpayer” principle. Husband-wife income split- 
ting is the classic example, where the eight-state community property 


16. Tax Advisory Staff, op. cit., p. 22; Senate Finance Committee, 1951 Hearings, 
p. 128. The remaining revenue estimates were derived from hearings, committee re- 
ports, and congressional debate in connection with the Revenue Acts of 1950 and 1951. 
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tail eventually wagged the forty-state dog. Nonetheless, leaving 
out averaging, the net revenue potential involved in present income 
tax inequities is very large indeed. 

Turning to the disparities among comparably situated individuals 
that may result from the listed defects, only a few examples need be 
cited to illustrate the possibilities. 

Example 1.—A married man with two infant children has a $100,- 
000 income from a sole proprietorship; at present rates he would 
have had to pay roughly $69,000 in the absence of husband-wife 
income splitting. Such splitting, however, reduces his liability to 
$56,000; if, in addition, he forms a partnership with his two children 
under the new 1951 provision, he can reduce his tax liability on the 
$100,000 income to $44,000. 

Example 2.—At the present starting rate of 22.2 per cent, a tax- 
payer entitled to a $3,000 exemption whose net income is $4,000 
one year and $2,000 the next pays $222; one whose net income is 
$3,000 in both years pays nothing. 

Example 3.—Taxpayers A and B each have $5,000 of adjusted 
gross income; Taxpayer A has $50 of actual deductions, Taxpayer 
B has $500; both are married; A has three dependents—one born 
December 31 of the year in question, the other two being teen-agers 
each of whom earns $575, while B has three teen-age dependents 
who earn no money. Without the exemption features, dependents’ 
income exclusion, and standard deduction associated with income tax 
simplification, A would pay tax on $3,700 while B would pay on 
$1,500. Under simplification, both pay on $1,500. 

Granting that large and inequitable discrepancies can occur in 
individual cases, we next face the most critical question: are certain 
groups systematically favored over others, and to what extent? To 
answer this question requires that the various opportunities for 
escape from income taxation (as well as the sources of overtaxation) 
be cross-classified with pertinent economic groupings, especially 
occupational or income-source groupings.’* Even a cursory investi- 
gation along these lines shows unmistakably that farmers and small 
businessmen are strongly favored over wage and salary recipients 
in that their incomes are, for example, (a) partially non-taxable; 
(6) more maneuverable into lower brackets by means of income 


17. For example, wages, salaries, interest, dividends, rent, farm income, small busi- 
ness income, and professional income might be cross-classified with the ten major and 
minor categories of equity defects catalogued above. At first, only qualitative judg- 
ments would be recorded. But the next step would be quantitative, filling in some of 
the cells with existing estimates and many others with new but reasonable approxi- 
mations. 














SS Se OOS li‘“Yv 


ill 


isi- 
ind 
ig- 


yxi- 











The Federal Individual Income Tax 197 


timing, family partnerships, and conversion into capital gains; (c) 
net of all expenses, including many on the borderline of personal 
consumption; and (d) above all, most readily underreported with- 
out detection. Going one step further, and adding in percentage 
depletion, the conversion into capital gain of timber income, coal 
royalties, profits from sale of breeding livestock, and the recent 
liberalizing of allowances for mine development costs, one finds the 
extractive industries or primary producers as a whole gaining an 
increasingly favored position in our income tax structure. 

Apart from the figures already cited on interest and dividend 
withholding, what evidence exists as a basis for converting qualita- 
tive into quantitative judgments about the differential impact of 
the individual income tax? Is there any way of proving or disprov- 
ing impressions that the income tax is, say, “50 per cent effective” 
for farmers, 60 per cent for rent recipients, 70 per cent for small 
businessmen, 80 per cent for dividend recipients, and go per cent or 
more for wage and salary earners? Two major sources exist for test- 
ing our impressions: (1) the Audit Control Sample studies under- 
taken by the Bureau of Internal Revenue;'* (2) reconciliations of 
Department of Commerce and other income data with income 
accounted for on income tax returns. The former lends some support 
to our general impressions by showing, for example, that almost 
one-half of all business returns (including farm returns) contain 
tax errors and that these returns involve almost one-half of the total 
tax change of $1.5 billion indicated by the sample study for all re- 
turns. But until further results are released by the Bureau, these 
studies are of only limited help and, at best, they measure only the 
defects of compliance and administration. 

Income reconciliations, while subject to conceptual and other 
problems of their own, constitute the best available measures of the 
differential impact of the income tax on different sources of income. 
In the comparisons prepared by Selma Goldsmith of the National 
Income Division of the Department of Commerce, striking diver- 
gencies appear between Commerce estimates (as adjusted for com- 
parability with tax returns) and the amounts actually reported on 
income tax returns filed for 1944, 1945, and 1946. Each year, the 
returns accounted for 86 per cent of consumer money income (ex- 
cluding military income, social security benefits, unemployment 
compensation, pensions, and annuities) and 95 per cent of civilian 
wages and salaries. The coverage of combined farm and non-farm 


18. See especially, United States Treasury Department, Bureau of Internal Revenue, 
The Audit Control Program, a Summary of Preliminary Results, May 1951 (pamphlet). 
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entrepreneurial income ranged from 66 to 71 per cent; for 1945, 
the one year for which the two elements were separated, the star- 
tling result is that “only 36 per cent of farm income was reported on 
tax returns . . . as against 87 per cent of nonfarm entrepreneurial 
income.” With respect to other income sources, the range for the 
three years was 65 to 68 per cent of the group “interest, dividends, 
and fiduciary income” (separate tabulation for 1946 showed only 37 
per cent of interest but 76 per cent of dividends reported) and 44- 
45 per cent of rent, excluding roomer-boarder income.’® Even if one 
were to assume that part of the gap between Commerce and tax 
return data results from overestimates of the former, the total and 
differential underreporting indicated is still a compelling cause for 
action on the administrative front. 

Apart from such action, what steps should be taken to overcome 
existing inequities? As suggested at the outset of this discussion, 
we cannot answer this question without reference to the rationale 
of departures from equity, i.e., without determining which ones are 
either necessary to simplify administration and compliance or desir- 
able as means of carrying out supervening economic and social 
policy, and which are mere submission to private interest groups 
and political expediency.*® This appraisal is left to the last because 
the full cost and discriminatory effect of the provision should be 
in view before balancing equity against other considerations. Some 
items, like imputed income, should clearly remain outside the base 
until the present base is more completely covered. The disparities 
arising out of simplification (see Example 3, above) are probably 
worth most of the cost, and are not likely to be widely protested 
since they follow the “most-favored-taxpayer” principle. The vari- 
ous concessions to the extractive industries are vigorously defended 
on the grounds of stimulus to fuller exploitation of natural resources, 
but most objective observers would probably reject this rationale. 
Likewise, easy family partnership formation and conversions into 

19. Selma F. Goldsmith, “Appraisal of Basic Data Available for Constructing Income 
Size Distributions,” Part VI in Volume Thirteen of Studies, Conference on Research 
in Income and Wealth (National Bureau of Economic Research, 1951), pp. 301-4. 
One minor qualification is noted, namely, that “...the percentages are very slightly 
understated because of the partial exclusion of the ‘under $500’ group from the tax 
return universe.” 

20. If the general subject of equity is subjective, the problem of justified versus 
unjustified departures from equity is even more so. It involves judgments, to name 
but a few, regarding (a) the relative weights to be given to equity and simplicity con- 
siderations; (b) what is desirable social and economic policy; and (c) how appro- 
priate the income tax is as a vehicle for such policy. Even here, classification can be 
helpful by arranging the “equity-spoilers” into an array proceeding from those which 


appear to be most widely supported as necessary or desirable all the way to those 
least widely supported 
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capital gains can muster only weak rational defenses. Correction of 
disparities related to averaging would probably be held to be too 
costly and complicated, aside from probable adverse effects on the 
built-in flexibility of the income tax. Without going further, it is 
clear that there is, on one hand, a large area where correction of 
inequities is thwarted mainly by well-focused and articulate pres- 
sure groups and, on the other, a large residue that can be defended 
successiully on grounds of administrative, compliance, and social 
policy considerations. 


B. EQUALITY 


On the basis of the foregoing review of shortcomings in the 
structure and administration of the income tax, we may draw sev- 
eral conclusions regarding its progressivity. Excluding important 
categories of income from the tax base, granting liberal deductions 
and exemptions, allowing high incomes to take refuge in lower 
brackets by income-splitting and conversion into capital gains, and 
allowing much income to escape illegally—all of these have the 
effect of making actual rates of taxation in terms of true income 
considerably lower than apparent rates in terms of reported tax- 
able income. More than this, the differential impact of the softnesses 
in the income tax structure is undoubtedly such as to make the ratio 
of apparent to actual tax rates for low incomes on the average con- 
siderably higher than for middle- and upper-bracket incomes.*' The 
source of income—wages and salaries—which benefits least from 
openings in the tax law and imperfections in administration is the 
dominant element in small incomes. 

Unfortunately, no data are at hand for purposes of isolating and 
measuring these inroads on progressivity in the face of the more- 
than-offsetting impact of rising real and money incomes. Neverthe- 
less, it may be interesting to examine the existing base, distributed 
by taxable brackets. Here we find that 70 per cent of surtax net 
income for 1951 is estimated to be in the first surtax bracket of 
$2,000 (of all taxpayers), and an additional 11 per cent is to be 
found in the second $2,000 bracket (taxable at only 2 percentage 
points more than the first).* Although exemptions introduce pro- 
gressivity from the first dollar of taxable income on, the significant 
fact remains that the much vaunted and much maligned graduated 


21. An attempt to estimate such ratios by income and occupational groups, perhaps 
by matching tax and non-tax data on income size and composition, may be worth a 
considerable investment of effort and analysis. 

22. From data presented in statement of Secretary Snyder before the House Ways 
and Means Committee, February 5, 1951. 
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rates of the individual income tax apply to only about 19 per cent 
of the surtax net income base. Or, to look at it another way: a 
married person with three dependents and using the standard deduc- 
tion ($1,000 in this case) must have an adjusted gross income of 
more than $12,000 to become subject to a marginal rate exceeding 
24.6 per cent under the 1951 Act (just 2.4 points above the first- 
bracket rate, effective in 1952). On the other hand, a single person 
without dependents and the same $12,000 income would be subject 
to a marginal rate of 42 per cent. 

It is the single person who emerges here once more as the limiting 
factor in further reliance on rate increases. Until his relative posi- 
tion is improved by some action to reduce the bounty of income 
splitting, only limited rate increases seem possible even in the face 
of the factors just reviewed which reduce the over-all impact of the 
graduated rates. 

One of the limits to the use of the income tax in World War II 
was the consideration that progression should not be carried to the 
point of forcing taxpayers to default on their fixed commitments. 
The equalitarian ethic is not to be carried to the point of dispos- 
sessing (or seriously discommoding) the middle class. Examination 
of available statistics suggests that contractual savings commitments 
bore roughly the same ratio to income in 1950 as in 1940, and that 
we may need to be nearly as solicitous of such commitments in our 
current tax policy as in World War II.** 


III. Economic CONSIDERATIONS 


I have allotted relatively little space to the discussion of the 
incentive effects of the individual income tax, partly because there 
are an increasing number of competent analyses available of the 
qualitative aspects** and partly because we know so little on the 
quantitative significance of these aspects. However, several points 


23. See the author's “Compulsory Lending: The World War II Experience,” National 
Tax Journal (June, 1951), pp. 126-27. 

24. See, for example, the discussion and the sources cited by Richard Goode, “The 
Income Tax and the Supply of Labor,” Journal of Political Economy, LVII (1949), 
428-37; Eli Schwartz and D. A. Moore, “The Distorting Effects of Direct Taxation,” 
American Economic Review, XLI (1951), pp. 138-48; Franklyn D. Holzman, “Com- 
modity and Income Taxation in the Soviet Union,” Journal of Political Economy, 
LVIII (1950), 425-33, which applies some of the reasoning on incentives to the choice, 
relevant today in the United States, between income and sales taxes; Due, of. cit., 
pp. 152-55, which also examines the incentive aspects of this choice; I. M. D. Little, 
“Direct versus Indirect Taxes,” Economic Journal, LXI (1951), 577-84, the latest in 
the series of articles by various authors on the welfare and incentive effects of the 
competing forms of taxation; Thomas H. Sanders, Effects of Taxation on Executives 
(Cambridge: Harvard University, 1951). Also a British Royal Commission is currently 
investigating this subject. 
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which bear on incentive effects as possible limitations of the income 
tax are worth summarizing here. 

First, as noted in the introduction to this paper, the effects on 
production are the vital incentive problem of taxation in terms of 
the goals of a defense of war economy. This provides both a reason 
and an excuse for sidestepping the complex welfare problem, which 
has to net out the impairment of human satisfaction resulting from 
taxation. That the maximum welfare and maximum output goals 
may clash is evident from the fact that a tax change which leads to 
a substitution of work for leisure would be applauded under the output 
test but might be condemned under the welfare test. 

Second, recent economic analyses of the incentive effects of the 
income tax make them seem considerably less formidable as limits 
to higher income taxes. On one hand, increasing emphasis has been 
put on the “income effect”—the stimulus which higher average rates 
of taxation afford to substitute work, both taxable and non-taxable, for 
leisure. On the other hand, the strength of the “substitution effect” 
—the stimulus which higher marginal rates afford to substitute 
leisure for work (i.e., to resource withdrawal) and less productive 
non-taxable for more productive taxable work (i.e., to resource mis- 
allocation)—-has been increasingly questioned on at least three 
grounds: (1) the great bulk of income recipients are taxable at mar- 
ginal rates below 30 per cent (including state income taxes); (2) 
the size of a basic or minimum work unit is relatively fixed; and 
(3) persons in higher brackets, especially executives, are in consider- 
able part driven by non-monetary motives.*” 

Third, the differential advantage which sales taxes were long held 
to have over income taxes with respect to work incentives turns 
out, on close examination, to be largely illusory. For, instead of a 
direct reduction in money income by the income tax, the sales tax 
(i.e., one which is expected to be permanent) effects an inescapable 
reduction in real income by raising the prices of goods and services. 
The resulting impact on the distribution of an individual’s time 
between work and leisure and between work for others and work 
for himself is likely to be very similar in both cases. 

Fourth, probably the chief concern about the effect of the in- 

25. In his testimony before the British Royal Commission, Thomas Balogh suggests 
that the extent to which progressive taxes will reduce the incentive to additional ex- 
ertion depends on “(i) the possibility of varying the amount of effort or risk bearing 
by the individual taxpayer, ... (ii) the consciousness of relation between the increase 
in effort and the increase in taxes, (iii) the irksomeness of work, (iv) the non-mone- 
tary rewards accruing from effort as well as (v) the historic development of ‘conven- 


tional needs’ determining the value attached to the marginal income in the different 
social strata...” (from a mimeographed copy of his testimony). 
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come tax on total output should be in the area of misallocation of 
resources induced by the types of distortions discussed in Part II 
of this paper. For example, the privileged tax position of the extrac- 
tive industries undoubtedly draws substantially more resources into 
those industries than a “free” allocation would put there. Only if 
this is the result economic policy desires and if the tax subsidy is 
the best way of accomplishing it can we defend such warping of re- 
source allocation. At another level, exclusion of imputed house rent 
from the tax base, plus allowance of property taxes and mortgage 
interest as deductions, clearly draws added resources into the con- 
struction of homes. Such one-family units cost more to construct 
and operate than multiple-family rental units. Here also there is a loss 
in national output (though the welfare aspects of home ownership 
are apparently considered a sufficient offset to this loss).*° 


IV. CoNCLUSION 


From the discussion in this paper, it appears that substantial 
additional revenues can still be derived from the individual income 
tax without causing such adverse effects on work incentives as to 
incur too high a cost in terms of loss of output. What gives us 
pause, however, is the equity consideration, the serious discrimina- 
tions that exist between taxpayers in intrinsically similar circum- 
stances with respect to taxable capacity. Such discriminations may 
not forestall increases of one, two, or three more points in income 
tax rates, especially as an alternative to a general sales tax—which 
tends to favor the same groups as are favored by the discriminatory 
application of the income tax—or inflation—which may penalize 
the disadvantaged groups under the income tax even more heavily 
than the rate increases. 

Yet, in the light of the equity analysis above, it seems clear that 
the boundaries of individual income taxation may soon be reached 
unless we push them out by a determined program to remove the 
distortions and violations of equity which now characterize tuis tax. 
Both administrative and legislative action is urgently needed. The 
self-examination being undertaken by the Bureau of Internal Reve- 
nue in the Audit Control Sample and other measures is an encour- 
aging development on the administrative front. On the legislative 
front, a shift of emphasis from increases in rates to improvement of 
structure—and a concomitant stiffening of resistance to the inroads 
of special interest groups—seems long overdue. 


26. While a discussion of economic effects and impacts on investment incentives is 
not complete without analysis of the relative anti-inflationary effects of the income tax 
and other taxes, limitations prevent their consideration here 
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PRACTICAL LIMITATIONS TO THE NET 
INCOME TAX—GENERAL 


B. U. RATCHFORD 
Duke University 


THE PURPOSE OF THIS PAPER is to consider some of the factors which 
are now limiting, or which in the future may limit, the aggregate 
revenue to be obtained from net income taxes, individual and cor- 
porate. For this purpose, constitutional and political obstacles are 
regarded as practical factors. Further, this brief study is largely 
qualitative since it is not feasible to estimate the quantitative im- 
portance of most of the limitations considered. 

No attempt is made here to give an exhaustive list of factors, 
partly because there are two other papers dealing with this topic 
and partly because it would be a hopeless undertaking in any event. 
It is a favorite axiom of mine that human beings never display their 
ingenuity to such good advantage as when they are trying to find 
ways to escape taxes. The contest between taxpayers and their law- 
years and accountants on the one hand and legislators and tax 
administrators on the other is a never-ending one. As incomes rise 
and tax rates become higher, the rewards for finding ways of escape 
increase, which means that more time and effort will be devoted to 
the search for escape routes. 


I 


Constitutional limitations on income taxes have been of major 
significance at different times in the past and may become so again. 
In a few states constitutional provisions prohibit income taxes or 
set maximum rates. In a few others, progressive income taxes have 
been held invalid because they violated a constitutional require- 
ment that all taxes be “equal and uniform.”" 

In the field of federal taxation, a number of constitutional amend- 
ments have been proposed to limit the taxing power of the federal 
government. While some of these proposals represent only futile 

1. See Florida Constitution, Art. 9, Sec. 11; Illinois, Constitution, Art. 9, Secs. 1 and 
2 as interpreted by the State Supreme Court in Bachrach v. Nelson, 182 N.E. 909; 
North Carolina, Constitution, Art. 5, Sec. 3; Pennsylvania, Constitution, Art. 9, Sec. 1 
as construed by the State Supreme Court in Kelley v. Kalodner, 181 A. 598; Tennes- 


see, Constitution, Art. 2, Sec. 28, as construed by the State Supreme Court in Evans 
et al. v. McCabe, 52 S.W. 2d. 159. 
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protests, others have gained considerable followings. On the one 
extreme is the movement launched recently by Miss Vivien Kellems, 
the Connecticut manufacturer, to form the “Liberty Belles” and a 
men’s auxiliary to be known as the “Liberty Boys.” One objective 
of the movement is to bring about the repeal of the Sixteenth 
Amendment.” 

Other proposed amendments are somewhat more restricted in 
scope. One would restrict federal taxes for a given year to 14 per 
cent of the national income of the preceding year. Another would 
limit non-military spending to 5 per cent of the national income.* 

The proposal in this field which has received most attention and 
support is one to impose a constitutional rate limit of 25 per cent on 
income, estate, and gift taxes in time of peace. This movement has 
been sponsored by the American Taxpayers’ Association, the Na- 
tional Association of Real Estate Boards, the Committee for Consti- 
tutional Government, and other organizations.‘ The first formal 
action was taken in 1939 when the legislature of Wyoming passed a 
resolution calling for a constitutional convention to propose such 
an amendment. The idea is to invoke one of the alternative methods 
of amending the Constitution outlined in Article V by having the 
legislatures of two-thirds of the states (thirty-two at present) to 
petition Congress for a convention to propose the amendment. One 
of the proponents of the movement, however, states that “While 32 
states can compel the calling of a convention, it is hoped that popu- 
lar demand for such action will induce Congress itself to pass a 
resolution proposing the amendment and submit it to the states for 
ratification in the usual way.” 

The proposed amendment would permit rates above 25 per cent on 
incomes, estates, and gifts only in time of war and then by a three- 
fourths vote of each house of Congress and for a period not exceed- 
ing one year. 

Since 1939 a total of twenty-two states, including such states as 
Iowa, Massachusetts, Michigan, Pennsylvania, and Wisconsin, have 
petitioned Congress to call the convention, although seven states 

2. New York Times (September 2, 1951), p. 19. 

3. Ibid. (July 9, 1951), p. 30. 

4. J. O. McClintic, “The Proposal To Limit Federal Income Estate, and Gift Taxes 
by Means of a Constitutional Amendment,” Bulletin of the National Tax Associ- 
ation, XXXII (Dec., 1946), 43. Other discussions of this proposal are to be found in 
the same journal as follows: William S. Evatt, “The Proposal To Amend the Consti- 
tution of the United States To Limit the Power of Congress to Tax,” XXIX (Octo- 
ber, 1943), 23-25; Robert B. Dresser, “The Case for a Constitutional Limitation on 
Federal Taxes,” XXIX (March, 1944), 170-77. For a symposium on this subject see: 


“Taxes,” Tax Magazine, XXIX (July, 1951), 515-20, 537-44. 
5. Dresser, op. cit., p. 170. 
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later voted to rescind their actions. Conditions have changed greatly 
since 1939 and the proposed maximum of 25 per cent is now totally 
unrealistic—if it were not always so. Nevertheless, the fact that 
twenty-two state legislatures have approved the idea suggests the 
extent of its political appeal. If the proposed maximum rate were 
changed to 40 or 50 per cent the movement might well gain enough 
support to put the measure across. 


II 


Perhaps more important than constitutional restrictions may be 
the unwillingness of lawmakers to use the income tax—or to extend 
its use by raising rates or increasing its coverage. Among the states 
there is a tier of six important industrial states running westward 
from New Jersey to Michigan and Illinois none of which has a per- 
sonal income tax and only one of which (Pennsylvania) has a cor- 
porate tax. Of the thirteen southern states, the only two which do 
not have income taxes are the two with the largest per capita in- 
comes—Florida and Texas. In the years since the end of World 
War II, the states generally have been hard pressed for revenues 
and most of them have been searching earnestly for new sources of 
revenue. In the past such a period has usually caused a number of 
states to turn to the income tax, but in this period not a single state 
has followed that course. In fact, the number of states using income 
taxes is smaller now that it was before the War. On the other hand, 
between 1946 and 1950, nine states levied new sales taxes upon 
tobacco products; six of those nine do not use the income tax in any 
form. In the same period, five states levied general sales taxes for 
the first time; three of them do not levy personal income taxes and 
one does not use either personal or corporate income taxes. There 
were some changes in income tax rates during this period but it is 
probable that the increases were approximately offset by reductions 
and by increases in exemptions.® 

In the case of the federal income tax, the prolonged and bitter 
struggle over the Revenue Act of 1951 indicates growing opposition 
to higher rates. During the course of that struggle, both Represen- 
tative Doughton in the House and Senator George in the Senate pro- 
claimed their firm opposition to any further tax increases unless 


6. State income tax collections tend to confirm this opinion. Between 1940 and 1950 
they increased from $361 million to $1,310 million, or about 3.6 times. In 1949 na- 
tional income was almost exactly three times the 1939 income. Because of personal 
exemptions and some progression in the personal tax and because corporate profits 
tend to rise faster than national income, income tax revenues normally rise faster than 
national income. 
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there is an all-out war.’ Perhaps more significant than the public 
statements of the committee chairmen was the action of the House 
of Representatives on the report of the Conference Committee on 
the Revenue Bill. The action of the House on that occasion reflected 
an attitude which we may expect to see again if there is renewed 
pressure to raise income tax rates. 

In general, the Conference Committee report did not carry tax 
rates as high as those contained in the bill passed by the House 
originally. In the face of strong opposition, the House had passed 
a bill which raised nominal rates approximately to the highest level 
in effect during the war. A number of representatives were opposed 
to those rates and voted against the bill. In the Senate the nominal 
rates were reduced only slightly—not enough to appease those op- 
posed to the high rates nor to weaken the strength of their argu- 
ments. At the same time, however, the Senate wrote into the bill 
a number of provisions to give relief to special groups, building 
some new loopholes into the tax law as well as widening others, as 
will be described below. This aroused the ire of labor union officials 
and other representatives of the lower income groups and made the 
bill vulnerable to attack from both sides. Under attack from both 
extremes, the House developed a kind of schizophrenia. When the 
Conference Committee report first came to a vote, there were so 
many representatives who voted against it as a protest that it was 
defeated. According to reports, many of those who voted against it 
were surprised to learn that it had been defeated. A couple of days 
later, after a few insignificant changes, the report was presented 
again. Many of those who had cast protest votes were now subdued 
and fully aware of their responsibility; the bill passed without fur- 
ther difficulty. It is easy to imagine, however, that many of those 
who finally voted for the bill were not happy about it and if a still 
further increase in tax rates is proposed it will not be so easy to 
bring them into line. 


Ill 


Let us now turn to considerations of a different type. These con- 
siderations are numerous, diverse, and heterogeneous in nature. For 
our purpose here they will be divided into three large and general 
groups. The one characteristic which all of these considerations have 
in common is that they chip away, erode, shrink, or otherwise reduce 
the base of the income tax. In the long run these considerations 


7. New York Times (Nov. 12, 1951), Pp. 22. 
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may be more important than all others because they are so numer- 
ous and so persistent. Further, as will be shown below, as the level 
of income tax rates rises there is a fairly well defined tendency for 
these factors to increase in intensity and in importance. 


IV 


The first group of factors is made up of relief amendments and 
special provisions written into the tax law by Congress. When more 
revenue is required, political considerations practically compel Con- 
gress to raise rates on the top brackets of income as much, percent- 
agewise, as on the lower brackets. This may continue, and it has 
continued, until the rates on the top brackets are exorbitant and 
unrealistic. A high level of rates is likely to produce a large number 
of exemptions and relief provisions for at least two reasons. First, 
the high rates may severely squeeze some who are in unusual and 
exceptional circumstances. When rates are low those people may be 
able to endure the squeeze but high rates may make it unendurable. 
In such cases simple equity requires some relief. An example would 
be the author who spends five or six years producing his master- 
piece and then realizes the bulk of his royalties in one year, as 
happened to the author of Gone with the Wind. The second reason 
for more relief provisions is that those who are subject to the high 
rates will be inclined to spend more time, effort, and money to per- 
suade Congress to provide them with a “built-in loophole,’ whether 
equity requires it or not. 

Congress is likely to be sympathetic to requests for relief when 
rates are high generally, probably because many Congressmen feel 
that the higher rates are inequitable and were set for political pur- 
poses. This combination of high rates and many relief provisions was 
very aptly described several years ago by Henry Simons as a process 
of “dipping deep with a sieve.” One great diffiicuty with an arrange- 
ment of this kind is, of course, that the taxpayer who does not find 
a hole in the sieve to fit him is likely to be hit very hard. 

The income-splitting provisions of the Revenue Act of 1948 illus- 
trate the foregoing points very well. Under those provisions we have 
the very high rates demanded by political considerations, but all 
married taxpayers in the higher brackets are accorded substantial 
relief. Single taxpayers, however, have remained subject to the full 
force of the high rates. Logically, a single person who is head of a 
household should have as much, if not more, consideration in this 
respect than a married person. This was finally recognized in the 
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Revenue Act of 1951 when single heads of households were ac- 
corded a part of the benefits of income-splitting.* 

When a relief provision is once written into the law it is not only 
likely to remain there indefinitely but there is a good chance that 
it will be broadened and extended. Some years ago an extra personal 
exemption of $600 was allowed to individuals over 65 years of age. 
The Revenue Act of 1951 goes further and allows such individuals 
to deduct medical expenses from the first dollar, without waiting 
until they exceed 5 per cent of income. Again, in 1938 percentage 
depletion could be applied to the proceeds from oil and gas wells, 
coal and metal mines and sulfur deposits. By 1951, despite strong 
opposition from the Treasury, many of our best accountants, and 
most students of taxation, the list had been expanded to include 
some fifty-three other commodities including such things as stone, 
sand and gravel, oyster and clam shells, and various kinds of clay. 
Finally, since many states try to keep the general structure of their 
income taxes in line with that of the federal tax, there is a tendency for 
the states to copy, with some lag, the special provisions of this kind 
adopted by the federal government. 

The number of such special relief provisions is so great that space 
does not permit listing all of them. Some of the more important 
ones adopted recently are: 

1. Special personal exemptions to members of the armed forces 

2. Permission to postpone the tax on any gain realized from the 
sale of a residence if a new residence is acquired within a year 

3. Increased exemption for the gross income of dependents 

4. Relaxation of the rules regarding family partnerships 

5. Relaxation of the rules regarding the deductibility of state 
and local taxes 

6. The cancellation of income tax owed by any person who dies 
from wounds, disease, or injury incurred in a combat zone 

7. The privilege of carrying forward non-business casualty losses 

Some of these changes can be justified on the grounds of equity, 
but that is not the point. The important point here is that each of 
them exempts income previously taxable or permits deductions not 
previously allowed and thus reduces the tax base. To that extent 
each limits the revenue to be obtained from the income tax. 

Action on the Revenue Act of 1951, especially in the Senate, was 
marked by the great amount of “horse-trading” which went on and 
the large number of relief provisions written into the Act. The Act 
contained sixty-four sections dealing with the individual and cor- 


8. P. L. No. 183, 82nd Cong., 1st. Session, Sec. 301. 
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porate income tax (excluding the excess profits tax). Although the 
Act as a whole imposed one of the greatest absolute tax increases 
in our history, thirty-four of the sixty-four sections had the effect 
of reducing the tax burden generally or on some special group, fif- 
teen sections increased tax burdens, and fifteen sections were tech- 
nical or explanatory in nature. 

Above we saw that as rates get higher, opposition to tax increases 
grows more intense in Congress. Here we have seen that higher rates 
tend to make Congress more liberal with exemptions and relief pro- 
visions. The two together constitute a rather formidable limitation to 
the amount of revenues we may get from net income taxes. 


V 


A second group of factors which reduce the base of the income 
tax is made up of the practices of taxpayers, and changes in those 
practices, to take advantage of provisions of the tax law which per- 
mit a savings in taxes. The number of such practices is indeed 
legion and their diverse natures almost defy any systematic or 
orderly treatment. Here it is not possible to do more than to indi- 
cate a few of the more general types of practices now being used. 

Under present tax rates many large corporations are finding it 
necessary to devise tax-saving schemes to attract and hold executives 
and other high-paid employees. One such device is a retirement plan. 
Another is the deferred compensation plan whereby for a few years 
the employee takes a considerably lower salary than he might other- 
wise command and get in return a moderate salary for a longer 
period of time, running well beyond his normal retirement age. It 
is in essence a kind of averaging: a lower salary now in return for 
a larger income after retirement. Or, it might be called a salary 
contract with a built-in annuity. In addition, other benefits may be, 
and in some cases, are written into the plan, such as life insurance, 
sickness, disability, and hospitalization.® Such provisions give the 
employee a substantial amount of tax-free real income while the 
corporation may deduct any expense it actually incurs. 

One striking example of deferred compensation has been men- 
tioned recently. 


Milton Berle is reported to have recently entered into a thirty-year deferred 
compensation contract with NBC. Under the contract Berle will receive $50,000 


g. The Graduate School of Business Administration of Harvard University has re- 
cently published two comprehensive studies of this general subject: Thomas Sanders, 
Effects of Taxation on Executives, and Challis A. Hall, Jr., Effects of Taxation: Ex- 
ecutive Compensation and Retirement Plans. See pp. 109-17 of the latter for examples 
of the provisions mentioned. 
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per year for 30 years, during the latter part of which he is obligated to render only 
consulting and producing services. From Berle’s viewpoint the plan would repre- 
sent a tax saving of over $500,000 at present rates as compared with the realization 
of his entire compensation in say three short years of maximum productivity.!° 


Closely related to the foregoing is the question of corporation ex- 
pense accounts for executives and other employees. One aspect of 
that question is the abuse and misuse of such accounts. Reports 
indicate that there are often flagrant abuses among small, closely 
held, “family” corporations in which the corporation pays a sub- 
stantial amount of family expenses. Another, and probably more 
important, aspect is the fact that high tax rates compel a closer 
examination to see if the corporation is relieving the employee of 
every expense which can properly be classified as a company cost. 
As one writer expresses it, 


When an executive was paid a good salary, most of which he could keep for 
himself after taxes, it was a fair implication that he was expected to devote an 
appreciable portion of that salary to living on the scale and in the way which 
would enable him to perform his duties most effectively, and to the greatest advan- 
tage of his company. Furthermore, he could well be expected to do so without too 
much quibble as to precise distinctions between company expense and personal 
expense. .. .1! 


With present tax rates that is of course, no longer possible, and as 
a result corporations are paying for many automobiles, airplanes, 
meals, and other items which formerly would have been paid for by 
the executive with no thought of asking for reimbursement. 

A counterpart of the executives’ special benefits and expense ac- 
counts is found in some of the so-called “fringe benefits” for em- 
ployees generally. Many of these benefits, such as group insurance, 
hospitalization, lunchrooms, and recreation facilities are given 
(wholly or partly) in kind and do not appear as taxable income to 
the employee. Yet the cost of providing them is deductible to the 
employer. Benefit plans of this kind are increasing rapidly, spurred 
on in part by the fact that in periods of wage control, fringe benefits 
may be increased without technically violating wage ceilings. In 
early 1947, the number of workers covered by some type of health, 
welfare, and/or retirement plans was between one and a half and 
two million. “During 1949 these programs became the primary issue 
on the collective bargaining agenda of many unions. . . . This inten- 


10. James J. Mahon, Jr., “Corporate Tax Planning To Get Minimum Personal Tax 
Liability for Executives and Stockholders,” Journal of Accountancy, XCII (Nov. 
1951), p. 584. 

11. Sanders, op. cit., p. 144. 
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sified drive . . . . resulted in the extension of these plans to more 
than 7% million workers by mid-1950.”"” 

Social security benefits are entirely exempt from the income tax, 
although employers may deduct for tax purposes the payroll taxes 
which they pay. As social security payments mount rapidly in the 
years ahead, this will mean that many billions of dollars of income 
will not be touched by the income tax. In many European countries 
it is not unusual for the total of social security taxes and the costs 
of welfare plans to amount to 25 or 30 per cent of the wage bill. In 
this country one office equipment company states that its fringe 
benefits amount to about $550 per employee, or a total of about 
$7,700,000 for its 14,000 employees. If we estimate that one-half of 
this sum goes as tax-free benefits to the employees, almost four 
million dollars of income paid out by this company is escaping taxa- 
tion under the income tax. A study by the Chamber of Commerce of 
the United States found that 203 companies had total “non-wage 
payments” equal to 15.4 per cent of wages paid, although some of 
those payments are taxable to the recipients.’* 

Observing this trend toward payment in kind, one person has 
reflected that we are going through a development which is just the 
opposite of that which marked the end of the feudal period when 
wage payments were being commuted into money. Now many wages 
are being commuted into tax-free services. Perhaps the time will 
come when the individual unfortunate enough to receive all of his 
wages in money will have an impossible tax burden! 

Corporate giving is another factor which may reduce the income 
tax base. In recent years many prominent business leaders have 
pointed out that high tax rates on individuals make it necessary for 
corporations to give more liberally if privately endowed educational 
and philanthropic institutions are to maintain their present place 
in our society. Naturally, corporate officials will accord that sug- 
gestion a more sympathetic reception if the net cost of the dollars 
they give is only 20 or 30 cents per dollar. 

Finally, high tax rates make it worth while for the taxpayer to 
keep a careful record of all state and local taxes he pays so that he 
may deduct them from his income for federal tax purposes. With 
the total of such taxes now around $7 billion and rising all the 
while, that represents another significant factor in the continuous 
erosion of the base of the federal income tax. 


12. Bureau of Labor Statistics, U.S. Department of Labor, Digest of Selected Health, 
Insurance, Welfare, and Retirement Plans under Collective Bargaining (Washington, 
1951), p. i. 

13. The Hidden Payroll (Washington, 1949). 
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There are many other business practices which have the same 
general effect as those described above. With all of them, the level 
of tax rates and the prospects as to their permanency are the gov- 
erning criteria as to whether it is profitable for the company to 
change its practices to take advantage of them. The higher the rates 
and the greater the chance that they are permanent, the greater is 
the chance that the changes will be made to escape the tax. 

One brief example will sum up and illustrate several of the factors 
just discussed. Assume that a skilled workman advances to the rank 
of foreman and finally retires at age 65 with an annual income of 
$4,000, including $1,200 of old age benefits under the Social Secur- 
ity Act. His only dependent is his wife who is also over 65. The 
social security payments are exempt from income tax and the couple 
will have personal exemption amounting to $2,400, which will leave 
only $400. The standard deduction on the $2,800 of income subject 
to tax amounts to $280, leaving only $120 of taxable income. At 
1952 rates the tax would be about $26. In contrast, a similar couple 
under 65 with an income of $4,000, all subject to tax, would pay 
over $500 in income taxes. 


VI 


Outright evasion is the last major factor which reduces the tax 
base. Limitations of space do not permit the development of this 
point. Suffice it to say that the administration of taxes is at best 
imperfect. With some 50 million returns per year and a limited ad- 
ministrative staff, the Bureau of Internal Revenue must depend 
heavily upon sample checks to insure some degree of accuracy in 
returns and to maintain the morale of taxpayers. The integrity of 
taxpayers as a whole is not a specific, rigid, and inflexible factor in 
the picture. High rates will induce some taxpayers to cheat on their 
returns and salve their conscience with the argument that the rates 
are unfair and practically confiscatory. Others will be tempted by 
the mere size of the reward to be realized by understating their taxes. 
Also, the size of the potential saving may be large enough to permit 
sizeable expenditures in an effort to purchase protection, such as 
those to provide mink coats, television sets, trips to Florida, and 
other items which have become entirely too familiar in the news 
recently. Among the many factors which have caused the recent 
scandals, we would certainly have to include the high level of tax 
rates which has prevailed during the past ten years. If our tax- 
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collecting agencies are not able to withstand the heavy pressure 
caused by the high rates and if the morality of taxpayers in this 
country falls to the level found in many European countries, that 
development may well constitute the greatest limitation of all to our 
ability to raise revenue through the use of income taxes. 











ON THE DEDUCTIBILITY OF CAPITAL LOSSES 
UNDER THE INCOME TAX 
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UNDER AN INCOME TAX that includes capital gains within the tax 
base the type of deductibility, full or limited in some way, granted 
to capital losses is important both as a problem in tax equity and 
because of its effects on investment decisions and risk-taking. By 
full deductibility, as that term will be used here, is meant not only 
the offsetting of capital losses against income of any kind in the 
year in which they are recognized for tax purposes, but also the 
carrying-over of any unabsorbed capital losses to be deducted from 
income of other years until complete offset has been achieved. At 
no time since its inception in 1913 has the federal personal income 
tax—under which capital gains were fully taxable from 1913 to 1921 
and thereafter accorded special treatment of various types—granted 
full deductibility in this sense to capital losses.’ 

There has been no dearth of arguments put forward in support 
of limiting the deductibility of capital losses. The present paper is 
concerned with a certain set of these arguments, namely, those which, 
starting with the assumption that capital gains are to be taxed as 
income either fully or partially, attempt to lay a logical foundation 
for limited capital loss deductions. It is the opinion of this writer 
that the more familiar of the arguments are subject to serious ques- 
tion while, on the other hand, a less familiar one pointing in the 
same direction is definitely valid. The purpose of this paper is to 
show why these conclusions have been reached and to suggest certain 
important implications for tax policy which emerge from the dis- 
cussion. 


I. THe “Tax AVOIDANCE” ARGUMENT 


It has frequently been contended that full deductibility for capi- 
tal losses would result in considerable tax avoidance and that this 


1. The closest approach to full deductibility came during the years 1918 to 1923 
when capital losses might be offset in full against income of any kind in the year of 
realization. The maximum carry-over of capital losses allowed in this period, however, 
was a two-year carry-forward, and this applied only to capital assets used in trade 
or business. See the Revenue Act of 1921, Sec. 204 
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may be decreased by limitation on the offset of capital losses.” Let 
us begin by examining the nature of the tax avoidance that may be 
said to result from unlimited capital loss deductions. Consider, for 
example, an individual taxpayer who enjoys a taxable net income, 
calculated without regard to capital gains and losses, that remains 
at a constant level of x-dollars year after year. Suppose that this 
individual also owns a set of capital assets, on some of which capital 
gains aggregating x-dollars accrue annually and on others of which 
capital losses totaling x-dollars accrue each year, and suppose fur- 
ther that his investment portfolio continues to show these price char- 
acteristics regardless of what changes he may from time to time 
make in its composition. Our individual, then, has a constant annual 
income of x-dollars. If capital losses are granted unlimited deductibil- 
ity, he may, however, by selling each year only those assets on which 
capital losses have accrued, obtain an annual taxable income of zero 
over as long a period of time as he cares to behave in this fashion. 
Over the same period, the unrealized capital gains continue to ac- 
cumulate free of income taxes. They must, however, eventually be 
subjected to taxation if the prevailing laws permit of no tax-free 
disposition of capital assets. 

Let us assume, for the moment, that tax-free dispositions are in 
fact not allowed and, further, that the income tax rate structure is 
proportional and constant over time. Under such assumption the ac- 
cumulated capital gains, even though realized entirely in one year, 
will result in the same total taxes as if they had been realized an- 
nually as they accrued. The tax avoidance in this case consists en- 
tirely of tax postponement, whereby the taxpayer, in effect, borrows 
money from the government interest-free. In general, tax postpone- 
ment may be said to occur whenever income accrues and is not 
subjected to income taxation. 

If the unchanging rate structure is progressive rather than propor- 
tional, tax postponement may result in a higher total tax bill because 
of the bunching of capital gains in a relatively short period of time. 
This tax penalty constitutes a loss to the taxpayer which should be 
offset against his gain from the interest return on all postponed 
taxes. A priori, there is no reason to suppose that the loss exactly 
offsets the gain in any individual case, or that the difference between 


2. See, for example, statements by the following two Treasury officials: Roswell 
Magill, Revenue Revision, 1934, Hearings before the Committee on Ways and Means, 
House of Representatives, 73d Congress, 2d Session, December, 1933—January, 1934, 
p. 390; Randolph E. Paul, Revenue Revision of 1942, Hearings before the Committee 
on Ways and Means, House of Representatives, 77th Congress, 2d Session, March, 
1942, p. 1635. 
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the two is necessarily positive or negative. Progressive tax rates, in 
other words, do not necessarily eliminate the possibility of tax avoid- 
ance, although as compared with a proportional rate structure they 
may reduce the amount present. 

Tax postponement when tax rates are progressive does not, how- 
ever, necessarily result in a tax penalty from income bunching. It 
may, in fact, merely serve to stabilize income for tax purposes so 
that the same effects are obtained as under a proportional rate struc- 
ture. By way of illustration consider a second taxpayer having a 
portfolio of capital assets exactly similar to that of our first indi- 
vidual but with “other” taxable net income that is 2x in the first 
year, zero in the second, 2x in the third, zero in the fourth, and 
so on. If he realizes all capital gains and losses as they accrue, the 
gains exactly offset the losses for tax purposes, and his total taxable 
income will alternate successively between 2x and zero. If, on the 
other hand, he realizes all capital losses immediately but allows his 
capital gains to accrue two years and then realizes them in the years 
in which his “other” income is zero, he will succeed in stabilizing 
his total taxable net income at an annual level of x-dollars. Behavior 
of this second type, in other words, results in an averaging of income 
for tax purposes.* 

At first glance it might appear that one could not support income 
averaging for tax purposes and at the same time argue that a tax- 
payer who postpones the realization of income merely in order to 
average out that income thereby engages in tax avoidance. These 
two positions, however, are not mutually inconsistent. Income aver- 
aging is designed to insure equality between taxes actually paid over 
a long period of time and the taxes that would have been paid had 
the same total amount of income been received in equal annual 
amounts. It is not designed to insure equality of taxes paid in all 
income periods. By postponing for one year the realization of all 
capital gains, our second taxpayer arrives at his correct total tax bill 
for any two-year period that begins with an income of 2x, but at 
the same time he distorts the allocation of that total tax bill to the 
individual income periods. Theoretically, he should have paid all of 
his taxes in the first year and none in the second. Tax avoidance 
in the form of tax postponement exists, then, in this specific case 


3. Income averaging for tax purposes has received strong support in tax literature 
for some time. See, for example: Henry C. Simons, Personal Income Taxation (Chi- 
cago: University of Chicago Press, 1938), pp. 153-55; Harold M. Groves, Postwar 
Taxation and Economic Progress (New York: McGraw-Hill Book Company, Inc., 
1946), pp. 223-24; William Vickrey, Agenda for Progressive Taxation (New York: 
Ronald Press Company, 1947), pp. 164-68. 
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and is not offset by any loss to the taxpayer resulting from the pro- 
gressive character of the tax rate structure.* 

We must now drop the assumption that the tax laws permit of no 
tax-free dispositions of capital assets. As is well known, the current 
federal law permits a number of tax-free exchanges as well as tax- 
less transfers by gift and at death. Tax-free exchanges alone simply 
permit additional income tax postponement. The treatment of trans- 
fers by gift or at death allows the transferor to avoid completely 
any income tax on the accrued capital gain, although in the case of 
gifts part or all of the avoided income tax is transferred to the 
donee. In addition a partial offset is provided by way of the higher 
transfer taxes, either gift or estate, resulting directly from the fact 
that income taxes have been avoided.® 

In summary, then, the tax avoidance that may accompany un- 
limited deductibility of capital losses consists of two kinds: (1) the 
unwarranted gain the individual may derive from the current inter- 
est return on his postponed taxes; and (2) the reduced tax bills that 
result from tax-free transference of capital assets. The factor re- 
sponsible for both types of tax avoidance is the taxation of capital 
gains and losses on a realization basis; if they were taxed as they 
accrue neither type of avoidance would occur. Taxation at realiza- 
tion rather than on an accrual basis, however, seems to be a prac- 
tical necessity. Even so, it is still possible to eliminate tax avoid- 
ance of the second type by closing the gift-bequest loop-hole in the 
present income tax law.’ 

Granted that the present tax law allows tax avoidance of the two 
types just discussed, the question next arises as to whether a limi- 
tation on the deduction of capital losses for tax purposes is an effi- 
cient tool for the purpose of eliminating or, if this is not possible, 


4. If we change our example so that the year with zero income comes first and the 
year with income equal to 2x comes second and assume that the taxpayer again times 
his realizations so as to average out his income, we obtain not an example of tax post- 
ponement but rather one of tax prepayment. The taxpayer will now realize all capital 
gains immediately and postpone the realization of capital losses for one year. He will 
therefore pay equal taxes in the first and second years, whereas, in theory, he should 
pay the same total taxes all in the second year. By paying equal taxes in the two years, 
in other words, he qualifies for a tax credit equal in amount to the interest return on 
his prepaid taxes, just as in the opposite case he subjects himself to a tax penalty 
equal to the interest return on his postponed taxes. 

s. For tax-free exchanges see the various parts of Section 112 of the Internal Reve- 
nue Code and the corresponding sections of Income Tax Regulations 111. The transfer 
of a capital asset by gift is discussed in Section 113 (a) (2) and (4), and transfer by 
bequest in Section 113 (a) (5) and Income Tax Regulations 29.162-1. 

6. Cf. United States Treasury Department, Tax Advisory Staff of the Secretary, 
Federal Income Tax Treatment of Capital Gains and Losses (Washington, 1951), pp. 
71-74. 

7. Cf. Simons, op. cit., pp. 162-68, and Vickrey, op. cit., pp. 139-40. 











218 The Journal of Finance 


of offsetting these inequities. Limitations on the offset of capital 
losses against types of income other than capital gains do “help con- 
trol postponement of capital-gains tax’* by encouraging the tax- 
payer to realize enough accrued capital gains to offset any realized 
capital losses. The extent of the resulting elimination of tax post- 
ponement is unknown, but one may guess that it is far from com- 
plete. For one thing, such counterbalancing is free to operate only 
where the taxpayer has both capital gains and capital losses in more 
or less equal amounts. Empirical evidence indicates that for the indi- 
vidual taxpayer the correlation between capital gains and losses is 
low.® This means that limiting the deductibility of capital losses not 
only fails to eliminate a considerable amount of tax postponement 
but also fails to offset effectively whatever tax avoidance remains 
inherent in the current tax treatment of capital gains and losses. 
Under such circumstances limitations on the deduction of capital 
losses will frequently penalize taxpayers who do not succeed in 
avoiding taxes on capital gains, and, similarly, will frequently fail 
to penalize those reaping the most tax benefits under the present 
tax laws. 

We conclude that limited deductibility for capital losses cannot 
be accepted as a suitable means of dealing with the tax avoidance 
that may arise from the taxation of capital gains and losses on a 
realization basis. Ideally such: avoidance should be controlled di- 
rectly, and as this control is extended the limitations on capital 
losses should be expanded in the direction of full deductibility. 
Avoidance through tax-free transfers may be eliminated by making 
capital gains and losses taxable whenever a capital asset changes 
ownership; avoidance of the postponement type may be eliminated 

8. United States Treasury Department, Tax Advisory Staff of the Secretary, op. cit., 
p. 61. 

9. See, for example, the following: Groves, op. cit., p. 213: “For most taxpayers, 
capital gains are an irregular source of income. The occurrence of capital losses is also 
irregular, but the correlation of the latter with gains is very low.” This observation 
is based on tabulations of data from federal income tax returns and also on a study 
of incomes for the state of Wisconsin for the years between 1929 and 10936. 

Lawrence H. Seltzer, Capital Gains Taxation: Panel Discussion (New York: Tax 
Institute, Inc., 1946), pp. 12-13: “I find after studying the figures quite intensively 
that ... capital gains are very unequally distributed within each income group... 

“ ..as I interpret the statistical evidence, the same people do not experience the 
gains and losses. Some individuals and groups consistently enjoy net capital gains, and 
others suffer net losses more or less consistently.”’ See also similar statements in Seltzer’s 
more recent The Nature and Tax Treatment of Capital Gains and Losses (New York: 
National Bureau of Economic Research, Inc., 1951), pp. 117-19 and 124-25. Seltzer’s 
conclusions are based on a careful and thorough investigation of the relevant data ob- 
tained mostly from Statistics of Income published annually by the Bureau of Internal 
Revenue of the United States Treasury Department and from unpublished tabulations 


made by the Treasury Department from income tax returns. His study constitutes a 
welcome sourée of information on capital gains and losses 
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in part by restricting the use of tax-free exchanges and by extending 
an accrual method of accounting to as many capital gains and losses 
as possible, while the importance of what avoidance of this type still 
remains may be minimized by introducing an interest rate factor 
into the income tax law.'® To the extent that tax postponement is 
effectively controlled by these measures one of the few arguments 
favoring higher taxes on fluctuating incomes than‘on stable incomes 
of equal amount disappears, and the case for income averaging for 
tax purposes is strengthened. 


? t,, 
Il. THe “Limitep AsiLity To Pay’ ARGUMENT 


Another type of argument favoring limited deductibility for capi- 
tal losses is that capital gains represent a lower ability to pay taxes 
than do other types of income and, similarly, that capital losses rep- 
resent a smaller reduction in taxpaying ability than do other types 
of losses. This argument is usually raised in connection with the 
question of the income nature of capital gains and losses during 
periods of a changing general price level or when a change in the 
interest rate takes place.'’ In such discussions it is customary to 
classify capital gains and losses according to the causal factors 
giving rise to them and to distinguish between so-called “real” capi- 
tal gains and losses and so-called “illusory” ones.’* According to 


10. The latter change was suggested by the Special Committee on Taxation of the 
Twentieth Century Fund in their discussion of the taxation of capital gains and losses 
in Facing the Tax Problem (New York: The Twentieth Century Fund, 1937), pp. 
480-81, and has been strongly recommended by Vickrey, op. cit., chap. vi, pp. 164-97, 
among others. 

The difficult problem of determining what rate of interest should be used cannot 
be discussed here. 

11. It has also been raised in connection with the contention that capital gains and 
losses “lack the relative stability and recurring character of ordinary income” (Seltzer, 
The Nature and Tax Treatment of Capital Gains and Losses, p. 83). As Seltzer points 
out, this argument favors income averaging for tax purposes much more than it does 
limited taxation for capital gains and limited deductibility for capital losses (#bid., 
p. 85). 

12. The following statements by Seltzer are illustrative: 

Capital Gains Taxation, pp. 7-8: “The conflicts of concepts of income as applied to 
the problem of capital gains taxation are made more difficult by the fact that we have 
different kinds of capital gains, some of which seem to reflect less taxpaying capacity 
than other kinds. An example is the case of capital gains emerging by reason of a 
decline in the rate of interest... .” 

“Another type of capital gain or loss that gives us difficulty is that due to a change 
in the general price level or even to a change in an important segment of the price 
system.” 

“Capital Gains and the Income Tax,” American Economic Review, XL, No. 2 (May, 
1950), 375: “...it is generally conceded that capital gains and losses arising solely 
from changes in the general price level are fictitious in the sense that they do not 
measure real changes in the relative economic status of individuals.” 

The Nature and Tax Treatment of Capital Gains and Losses, p. 93: “But all capital 
gains and losses are not alike. Two kinds, in particular, are regarded by many as less 
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this point of view “illusory” capital gains and losses are those caused 
either by a change in the general price level or by a change in the 
interest rate. Such an approach to the tax treatment of capital gains 
and losses is either superficial or redundant. The explanation of 
capital gains and losses is inseparable from the theory of value de- 
termination, in particular capital value determination. Once these 
determinants have been discovered, it is redundant to add changes 
in the price level or changes in “the” interest rate as separate 
factors. 

But even if the importance of this difficulty is minimized and the 
expression “capital gain or loss caused by a change in the general 
price level” is retained for the sake of convenience, the measure- 
ment procedure that follows logically from thinking in these terms 
will be found to yield results which are quite distinct from those 
usually associated with the measurement of “real” income. Con- 
sistency with the approach in question requires division of all ob- 
served money capital gains and losses into two categories—“real”’ 
and “illusory”—according to the factors which caused them. This 
in turn would mean that capital value changes that were not in the 
same direction as the change in the general price level could con- 
tain no “illusory” gains or losses. A share of stock that increased 
in value during a period of generally rising prices, for example, 
would result in a capital gain that was at least partially “illusory,” 
but a share of stock that decreased in value during the same period 
of time would show a capital loss that was only too “real.” Pre- 
sumably no part of the observed capital loss would be identified 
as “illusory.” Similarly, a capital asset that maintained a constant 
money value during a period of price change would have no capital 
gain or loss to be “illusory.” In short, when the general price level 
is rising, only “illusory” capital gains are recognized, and these are 
to be found only among observed capital gains. Money capital 
losses, under such circumstances, are regarded as “real,” not “illu- 
sory,” since they are not caused by the change in the price level. 
Converse conclusions apply when the general price level is falling. 

These results differ sharply from those obtained when income is 
measured in “real” terms by dividing current money values by a 
suitable price index. The two methods do operate in exactly the same 
way as long as the capital value change in question is parallel to, 


indicative of taxpaying capacity than ordinary income: capital gains and losses due to 
changes in interest rates; and capital gains and losses due to changes in the general 
price level.” And on p. 98: “Shifts in the general price level create capital gains or 
losses that are partly or wholly illusory.” 
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and greater in amount than, the change in the general price level. 
In all other cases, however, the results are quite different. A money 
capital loss realized during a period of rising prices, for example, 
would be increased in size when measured in “real” terms; a zero 
capital gain in money terms would be converted into a “real” capital 
loss as long as the general price level was rising; and a capital value 
increase, again in money terms, that was less than the increase in 
the price level would also be converted into a “real” capital loss.’* 
According to this approach, whenever the general price level changes 
in either direction all observed, or money, capital gains and losses 
are “illusory” in that they show values different from their corre- 
sponding “real” values. 

Once the distinction between the two sets of results has been 
made, the one obtained by thinking in terms of “real” income ap- 
pears distinctly preferable to the one obtained by thinking in terms 
of “illusory” capital gains and losses. The former has the virtue of 
emphasizing that, whenever the general price level is fluctuating, 
all money values are “illusory” for the same reason and to the same 
extent. All may be measured for taxation purposes in dollars of cur- 
rent purchasing power, or, if some are to be converted by means of a 
price index into dollars of constant purchasing power at the level 
of the base period of the index number, all should be so converted. 
Too frequently has the practice of speaking of “capital gains and 
losses caused by a change in the price level” resulted in concentra- 
tion on special treatment for capital gains and losses under such 
conditions to the exclusion of similar treatment for other types of 
money income."* 

Our conclusion, then, is that under fluctuating price levels capital 
gains and losses do represent amounts of purchasing power differ- 
ent from what their unadjusted money values would indicate but 

13. Seltzer, among others, has used both of these approaches without distinguishing 
between them. In The Nature and Tax Treatment of Capital Gains and Losses, p. 52, he 
points out: “In practice, real and illusory capital gains and losses are seldom distin- 
guished. They cannot be separated in the aggregate figures reported in Statistics of In- 
come because detailed tabulations by length of ownership of the assets sold are not 
made.” This suggests that reported capital gains and losses may be divided into two cate- 
gories, “real” and “illusory,” a procedure consistent with the approach criticized in the 
text above. Later in the same book, however, Seltzer concludes (p. 101): “To be con- 
sistent and fair in excluding from taxable income capital gains and losses that reflect 
changes solely in the value of the dollar, the law would have to provide not only for sub- 
stituting, for tax purposes, amounts of gains and losses different from the amounts 
actually realized in dollars but also for substituting taxable net gains in some circum- 
stances for dollar losses actually experienced, and deductible net losses for some dollar 
net gains actually experienced.” This quite different result is consistent with the alterna- 
tive approach based on “real” income. 


14. Fora recent example of this see Lewis H. Kimmel, Taxes and Economic Incentives 
(Washington: The Brookings Institution, 1950), especially pp. 95 and 126. 
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do not represent correspondingly lower abilities to pay taxes than 
do other money gains. If any special adjustment is called for it 
should be in the form of using “real” rather than money income 
as the tax base.’® 

There remains the problem of “illusory” capital gains and losses 
caused by changes in the interest rate. Consider two individuals: 
A, who owns an investment worth $100,000 which always yields 
a rate of return equal to the prevailing interest rate, and B, who 
owns an investment which brings him a constant net return of 
$5,000 each year. If we assume that the interest rate is 5 per cent 
at the outset, A and B will be in similar situations, since A’s annual 
net return will then be $5,000 and B’s investment will be worth 
$100,000. Suppose that the interest rate unexpectedly falls to 4 per 
cent. A now receives $4,000 a year from an investment still worth 
$100,000, and B continues to receive $5,000 from an investment 
now worth $125,000. Is B’s capital gain of $25,000 “illusory” or 
“real”? In the first place, it should be noted that the general price 
level need not rise, in spite of some upward pressure on it gener- 
ated by the price-behavior of capital assets of the type owned by B, 
since this pressure may be offset by price movements in the oppo- 
site direction. It might, in fact, even fall. In order to isolate the 
effects of the interest rate change we shall assume that the general 
price level remains constant throughout. Two comparisons are now 
possible for B. If comparison is made with his former investment 
vield position, his $25,000 capital gain appears definitely “illusory” 
since it will have to remain invested if he is to continue in his former 
yield position. If comparison is made with his former capital po- 
sition, however, B is clearly better off than he was by the amount 
of the $25,000 capital gain. The choice, in other words, is between 
an income concept based on capital maintenance and one based on 


15. In this connection it is of interest to note the following observation made by the 
Tax Advisory Staff of the Treasury Department (U.S. Treasury Department, Tax Ad- 
visory Staff of the Secretary, op. cit., p. 62): “The belief that Federal tax revenue should 
be protected in the event of a severe price decline is the principal basis for the [capital] 
loss limitation provision of existing law.” If the price decline referred to is one confined 
to the stock market, the statement suggests the one-sided position that the government 
should treat capital gains as taxable income but exclude capital losses from the same 
category. If, on the other hand, the reference is to a decline in the general price level, 
the protection desired may be achieved more equitably by adopting “real” income as the 
tax base. Some question may also be raised as to the desirability of revenue protection 
under the conditions postulated. So long as the general price level is negatively correlated 
to a high degree with the level of unemployment, the advocates of a large amount of 
built-in flexibility for the federal tax system would presumably support unlimited capital 
loss deductions on a straight money basis. These considerations all detract considerably 
from the force of the “revenue protection” argument for limitations on the deduction of 
capital losses. 
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income maintenance. The various aspects of this choice are too com- 
plex to be fully explored here, but the following observations seem 
to indicate the direction in which the choice should be made. 
According to an “income maintenance” concept the annual in- 
come of each of our two individuals would be $5,000 before the 
(unexpected) interest rate change on the argument that this is the 
maximum consumption consistent with a like amount of consump- 
tion in future income periods. For similar reasons, after the interest 
rate change, A’s annual income would be $4,000 and B’s $5,000. 
Such a result grants a tax-free capital gain to B but none to A and 
implies, therefore, a defense of this discrepancy on equity grounds. 
B’s tax-free capital gain is based on an intertemporal comparison 
involving his former investment yield position. A similar compari- 
son for A, however, cannot equitably be denied and when made sug- 
gests a similar tax-free capital gain for him. A, in other words, has 
suffered in comparison to his former income position and should 
therefore be allowed to regain that position without being subjected 
to income taxation in the process. He should, therefore, be allowed 
a “constructive” capital loss of $25,000. Such an income result, 
while equitable, involves a number of theoretical and practical diffi- 
culties. At the theoretical level the question arises as to whether the 
tax-free capital gain or loss should be based on each individual’s net 
wealth position immediately before the interest rate change, thereby 
denying special treatment to those individuals having a zero net 
wealth position at that time, or whether it should be based on the 
net wealth positions reached by each person at various points of 
time after the interest rate change, thereby denying special treat- 
ment only to those who never attain a positive net wealth position. 
A further question arises as to whether net wealth should be defined 
narrowly so as to include only material objects or broadly so as to 
encompass human abilities as well. Regardless of what solutions 
to these theoretical problems are chosen, the practical problems of 
measurement will be formidable. In addition there is the problem 
of identifying a change in “the” interest rate, whatever that may 
be taken to mean, and of measuring the extent of the movement. 
In the alternative, a “capital maintenance” income concept would 
include B’s $25,000 capital gain and eliminate the need for ‘“con- 
structive” capital losses. This result is as equitable as the one just 
discussed and has the distinct advantage of being both clearer in 
conception and more usable in practice. Finally, capital maintenance 
may be supported logically on the grounds that all expenditures 
made for the sole purpose of earning income should be deductible 
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in the calculation of that income; income maintenance rests on no 
such theoretical support. These considerations seem definitely to 
point toward a denial of special treatment for capital gains and 
losses merely because the level of the interest rate happens to change 
from time to time. 


III. THe “INcoME BUNCHING” ARGUMENT 


An important argument in favor of lower tax rates on long-term 
capital gains than on other income items has been that such treat- 
ment will tend to offset the tax effects of the bunching of long-term 
capital gains in certain income periods.’® Along with this argument 
has usually gone the one that “in the interest of equity, the deduc- 
tion of capital losses should be allowed on the same basis that capi- 
tal gains are taxed.”’'* In the present instance this becomes a third 
reason for limiting the deductibility of capital losses. Such a result, 
however, is not consistent with the reason for giving special treat- 
ment to long-term capital gains. 

Under a constant and progressive tax rate structure the taxation 
of a long-term capital gain on a realization basis results in a greater 
tax than if the capital gain had been divided evenly over the years 
of ownership of the capital asset and subjected to taxation in each of 
those years. Similarly, the taxation of a long-term capital loss on a 
realization basis results in a smaller tax reduction than if the capital 
loss had been spread evenly for tax purposes over the years of own- 
ership of the capital asset."* (Both of these statements assume that 


16. See, for example, the Minority Report of the Special Tax Study Committee, re- 
printed in Revenue Revisions, 1947-48, Hearings before the Committee on Ways and 
Means, House of Representatives, 80th Congress, rst Session, May—December 1947, p. 
3650: “The only justification for a lower tax on capital gains than on ordinary income is 
that appreciation in value of a capital asset accrues over more than one year.” See also 
Roswell Magill, Revenue Revision, 1934, House of Representatives, p. 38, and Randolph 
E. Paul, Revenue Revision of 1942, House of Representatives, p. 1634. 

17. James F. Stiles, Jr., representing the National Association of State Chambers of 
Commerce, Revenue Revisions, 1947-48, House of Representatives, p. 1691. See also the 
Majority Report of the Special Tax Study Committee, ibid., p. 3624, as well as similar 
statements by other persons testifying before the Committee on Ways and Means, pp. 
1559 and 3306. 

Since 1924 the tax treatment accorded capital losses in the federal personal income 
tax has been parallel to that granted capital gains in the sense defined by Mr. Stiles. 

18. For a similar statement see Seltzer, The Nature and Tax Treatment of Capital 
Gains and Losses, p. 182. Professor Seltzer, however, is unnecessarily ambiguous when he 
concludes on the same page that “as far as this consideration jutifies special tax treat- 
ment of capital gains, it justifies a corresponding special treatment of capital losses.” 
The word “corresponding” could easily suggest that if long-term capital gains are 
counted at 50 per cent of their face value for tax purposes, long-term capital losses should 
also be counted at 50 per cent of face value, or that if long-term capital gains are granted 
a maximum tax rate of 25 per cent, the tax credit to be obtained from a long-term capital 
loss should likewise be limited to 25 per cent of the face value of the capital loss. Neither 
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income other than capital gains and losses is constant from year to 
year, or, if not, that averaging is permitted for tax purposes; other- 
wise a long-term capital loss used solely to average out annual in- 
come would result in a greater tax reduction than if it had been 
spread out evenly.)’* It follows that parallel treatment for long-term 
capital gains and losses is called for, but in the sense that each 
should be treated more favorably than it would be if handled just 
like other types of income and subjected to taxation on a realization 
basis. This means that long-term capital losses should be granted 
not only full deductibility for tax purposes but additional prefer- 
ential treatment as well. Tax rates on long-term capital gains lower 
than those on other types of income should, in other words, be 
matched by tax credit rates on long-term capital losses greater, not 
lower, than those on other kinds of income. This type of parallel 
tax treatment for capital gains and losses is, of course, the exact 
opposite of those types so far incorporated in federal income tax 
laws.”° 
IV. CoNSUMER DURABLES 


The current federal income tax not only imposes limited deducti- 
bility on capital losses in general but also allows no deduction at all 
for capital losses of one specific type. These are the capital losses 
realized on the sale or exchange of capital assets used for consump- 
tion purposes outside of trade or business; capital gains realized 
under similar circumstances, however, are subjected to taxation.” 
This treatment has often been labeled a “heads I win, tails you lose” 
type of approach.”” 

In order to assess the validity of this criticism we must compare 


of these parallel treatments is appropriate in the present instance for reasons indicated 
in the text. 

Cf. also U.S. Treasury Department, Tax Advisory Staff of the Secretary, op. cit., p. 64. 

19. Cf. the discussion above, pp. 3-4. 

20. It should be emphasized that no special tax treatment for capital gains and losses 
can adequately adjust for the effects of a progressive rate structure on bunched items of 
income. Only by the purest chance would the results be the same in the individual case 
as if the capital gain or loss has been spread out over the ownership period of the capital 
asset. Ad rem elements cannot be added to an income tax with the expectation that per- 
sonal differences will thereby be taken into account, as Henry Simons has emphasized. 
See Simons, op. cit., pp. 31-40 and 160-63. 

21. For the treatment of capital gains and losses on property owned and used by the 
taxpayer outside of trade or business see I.R.C. Sec. 23 (e) (3) and Regulations III Sec. 
29.23 (e)-1. There it will be noted that so-called casualty losses are deductible but not 
other types of capital losses. 

22. Cf. Henry Cassorte Smith, member of the Committee on Taxation of the New 
York City Bar Association, Revenue Revisions, 1947-48, House of Representatives, p. 
3183: “We believe that it is very unfair to tax the capital gain on the sale or exchange of 
a taxpayer’s residence, and at the same time deny him a capital loss on the sale or ex- 
change of this residence.” 
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the existing tax treatment of capital assets held for consumption 
purposes with the treatment cailed for on theoretical grounds. It is 
generally agreed that the ownership of such assets results in non- 
monetary income which should be explicitly imputed to the owner 
and made part of his taxable personal income.** This income in kind 
is measured by the rental value of the capital asset over the income 
period in question less any expenditures undertaken for the sole 
purpose of receiving that income. In the case of an owner-occupied 
house, for example, deductible expenditures would include property 
taxes, maintenance and repair expenses, insurance, and the original 
cost of the house. The latter sum would be recoverable over the use- 
ful life of the house by means of an annual depreciation deduction, 
corrected if necessary at the end of the period of ownership by a 
capital gain or loss. The function of the final capital gain or loss is, 
in other words, to bring the sum of all depreciation deductions into 
equality with the decline in value of the house from the time of pur- 
chase to the time of final disposal. It then follows that total depreci- 
ation deductions plus the final capital loss or minus the final capital 
gain if any, plus the proceeds of the sale or exchange must equal 
the original money sum sunk in the house. We conclude, therefore, 
that in theory not only should capital gains on property held for 
consumption purposes be subjected to taxation but capital losses 
of the same type should also be fully deductible for tax purposes. 

The present tax law, however, makes no attempt to impute a non- 
monetary net return to the owner and user of consumer durables, 
nor does it allow him a deduction either for depreciation of con- 
sumer durables or for any capital loss realized at the sale or ex- 
change of such capital assets. The expenditure undertaken in order 
to acquire a consumer durable is treated not as an expenditure made 
for the sole purpose of earning income (and hence deductible in the 
computation of that income) but as a consumption expenditure 
which is not deductible for purposes of income calculation since it 
represents essentially a transformation without reduction of the 
original form of the money gain or income. Since consumption ex- 
penditures are not deductible, depreciation and capital losses on 
capital assets treated as a part of consumption are not allowable 
deductions in the calculation of income. Under such treatment the 
total value of consumption is equated to explicit money expenses of 
ownership plus the initial purchase price of the consumer good in 
question (minus final scrap value, if any). Whenever the consumer 
good lasts for more than one income period the second part of this 


»3. See, for example, Vickrey, op. cit., pp. 18-28, and Simons, op. cit., pp. 112-22. 
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consumption total is in effect allocated to specific income periods 
according to the decrease in the value of the consumer good each 
period resulting from its use during that period. 

If, for example, a consumer durable is purchased for x-dollars at 
the beginning of an income period, used throughout that period 
without expenses of ownership, and then sold for (x—100) dollars 
at the end, a capital loss of $100 is thereby realized by the owner. 
During the income period, however, he received valuable services 
from the consumer good, and these should be included in his income. 
If the value of these services is taken to be $100, the capital loss 
is exactly cancelled, and the same result is obtained as if the capital 
loss had merely been ignored togther with the imputed income from 
the consumer good in question. 

It should be emphasized that treatment of the purchase of a con- 
sumer durable as consumption rather than as the acquiring of an 
income-producing asset always results in an underestimate of the 
amount of consumption present, both in the short and in the long 
period, and in a corresponding underestimate of the amount of in- 
come present. In principle the initial amount spent on consumption 
measures the value of consumer services received only when the 
money is invested in the consumer good for so short a period of time 
that no interest return on that invested sum is appropriate. These 
conditions prevail only when no consumer good is purchased at all, 
but consumer services are bought directly. In all other cases an 
interest return is present, however small it may be. In the short 
period the underestimate of consumption and income will be even 
more obvious when the market value of the consumer durable re- 
mains constant over time or even increases, assuming no change 
in the general price level. 

As far as consumer durables are concerned, then, capital gains 
should be fully taxable and capital losses fully deductible as long as 
the durable good is treated as an income-producing capital asset and 
the resulting income imputed to the owner-user. An alternative and 
distinctly inferior procedure is to treat the acquisition of the con- 
sumer durable as an act of consumption, and if this is done any 
capital losses subsequently realized on the consumer durable should 
be ignored in the computation of income. Capital gains, on the other 
hand, should be counted as part of income. When the owner of a 
consumer durable uses it for a period of time and then disposes of it 
and realizes a capital gain, he not only receives the services of the 
durable good free of monetary expense (assuming no expenses of 
ownership) but receives a monetary gain in addition. This capital 





228 The Journal of Finance 


gain is a part of income for the same reasons that other types of 
capital gains are part of income. In the special case of consumer 
durables, then, when these are treated in the way the current tax 
law treats them, parallel treatment of capital gains and losses is not 
called for, and no inequity is involved if capital gains on such dura- 
bles are included in income while capital losses are excluded. What 
inequity there is is in favor of the owners of consumer durables as 
compared to non-owners, and deductibility for capital losses real- 
ized on this type of capital asset would simply increase the size of 
that inequity. 

The preceding analysis has concerned itself with three well-known 
arguments favoring limited deductibility for capital losses under the 
income tax. Two of these, the “limited ability to pay” argument and 
the “avoidance of the tax effects of income bunching” argument, 
called for limited deductibility that was parallel to limited taxability 
for capital gains. In each case we rejected the type of parallel treat- 
ment advocated. The third, or “tax avoidance,” argument called for 
a non-parallel treatment which discriminated against capital losses 
and was likewise rejected. A similar non-parallel treatment, how- 
ever, was found acceptable in the case of consumer durables as long 
as these are not accorded the theoretically correct tax treatment. 

Certain policy recommendations are suggested by the preceding 
discussion. Since we have not attempted to cover all aspects of the 
tax treatment of capital gains and losses, these must be regarded 
as tentative only. They may be summarized as follows: 

1. Capital gains and losses should be made taxable whenever a 
capital asset changes hands. The present provisions concerning tax- 
free exchanges should be re-examined with a view to eliminating all 
those that cannot be justified by special considerations such as tax- 
payer liquidity problems. The presumption, in other words, should 
be against such exchanges, and they should not be allowed in the 
absence of compelling arguments to the contrary. 

2. Serious consideration should be given to all plans designed to 
subject an increasing percentage of capital gains and losses to in- 
come taxation on an accrual basis. The incorporation into the in- 
come tax law of an interest factor whereby interest is charged to the 
taxpayer on all postponed taxes and interest is paid to him on all 
prepaid taxes is another proposal worthy of continued attention. 
To the extent that progress is made toward the achievement of 
accrual tax accounting for capital gains and losses, the need for an 
interest factor is reduced. 

3. If fluctuations in the general price level are to be taken into 
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account in the tax laws, this should be accomplished by adopting 
“real” rather than money income as the tax base. The desirability 
of making this change, however, was not discussed in the present 
paper. 

4. The fact that interest rates may fluctuate does not seem to 
support special treatment for capital gains and losses or the claim 
that they therefore possess an inferior ability to pay taxes. 

5. Some comprehensive plan for averaging incomes should be in- 
corporated into the tax laws. Short of this, a plan should be adopted 
for averaging realized capital gains and losses over the period of 
time the capital asset in question has been owned. 

6. As long as the present treatment of consumer durables con- 
tinues, capital gains on these assets should be taxable to the same 
extent as other types of capital gains, but capital losses should not 
be deductible. An attempt should be made to explain to taxpayers 
that such non-parallel treatment is not inequitable. 

7. Careful consideration should be given to the imputation of 
non-monetary income to the owner-users of consumer durables, at 
least the more durable of these. If such income is included in the 
tax base, our discussion implies that capital gains of all types should 
be fully taxable and capital losses of all types fully deductible either 
on a “real” or on a money basis. 





DISCUSSION 


L. L. Ecker-Racz:* Recent tax increases have focused attention 
on fiscal policy in general and on the structure of the federal tax 
system in particular. Substantial increases in taxes during a short 
period such as we have witnessed since the Korean aggression inevi- 
tably provoke questions about the limits and incentive effects of 
taxes. 

As government devotes a larger share of the national output to 
national security, the share available for personal and business pur- 
poses becomes necessarily smaller. It is also axiomatic that, unless 
savings increase, a rise in the disposable income of consumers and 
business which cannot be matched by an increase in supplies of 
goods and services available for private use will create inflationary 
pressures. Under these circumstances the need for higher taxes is 
clear. Opinion may differ as to the relative weight which should be 
placed on fiscal policy and other stabilization aids such as money 
and credit controls, direct price and wage controls, and allocation 
of materials. Few, however, question the proposition that tax policy 
is a crucial element in any stabilization plan. Without adequate 
taxes, other measures would be likely to fail and with them the 
stabilization effort. 

Whether this is the way the average citizen or congressman ex- 
plains to himself the increased tax burden is not important. What 
is important is that the people recognize that the defense expendi- 
tures voted by their representatives should be financed in so far as 
practicable in a manner consistent with the pay-as-we-go objective. 
This objective has required a 33 per cent increase in tax liabilities 
since Korea; and the end may not yet be in view. 

The recent rapid increases in the tax burden account for the fact 
that we are today pausing to discuss the limits of taxation. If these 
increases had been spread over a longer period or if their size had 
been smaller, we would doubtless be less concerned with this issue. 

This brings me to the provocative papers presented by Professors 
Ratchford and Heller. They are primarily concerned with the in- 
come tax, although the questions and issues they raise could well be 
broadened to include the other major revenue producers. The prob- 
lem they pose is essentially this. Up to World War II, the federal 


* U.S. Treasury Department. The views here expressed are the author’s own and do 
not necessarily reflect the views of the agency with which he is associated. 
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individual income tax was a class tax applying mainly to the finan- 
cially elite. In 1939, it raised only $1 billion or approximately 20 
per cent of total federal revenues. In calendar year 1952, it will 
probably raise in the neighborhood of $30 billion and provide over 
40 per cent of federal revenues. In 1939, exemptions were high and 
rates ranged from 8 per cent to 79 per cent. Today, rates range 
from 22.2 to 92 per cent, exemptions are much lower and more than 
two-thirds of the nation’s families are income-tax payers. This is 
rapid growth, even after allowance for the increase in national in- 
come, and Professors Ratchford and Heller ask whether we have 
milked the income tax dry. 

They answer this question differently. Professor Ratchford im- 
plies that he leans toward a “yes” answer; Professor Heller’s an- 
swer seems to be closer to “no.” ; 

Professor Ratchford points to a number of important develop- 
ments which he presents mainly as circumstantial evidence and not 
as conclusive proof of the proposition that we are approaching the 
limit in personal income taxation. (1) There are moves to limit 
federal tax rates directly by a Constitutional amendment; (2) the 
leaders of the two tax-writing committees of Congress have publicly 
stated that they will oppose further tax increases unless there is an 
all-out war; (3) the income tax structure is riddled with special 
provisions which whittle away at the tax base; some of these pro- 
visions are needed on equity grounds, others are loopholes which 
special groups contrive to push through the Congress in order to 
escape the full weight of the high rates; and (4) enforcement be- 
comes more difficult as tax rates increase, since the incentive to 
evade is increased by the high stakes. 

Professor Heller examines most of these problems. He finds that 
the continued use of the income tax as the basic source of federal 
revenues depends on whether it achieves “equity” among taxpayers 
in similar circumstances and “equality” as between taxpayers in 
different parts of the income distribution. The existence of loopholes 
and avoidance techniques and the possibility of evasion in a mass 
income tax with inadequate enforcement do not mean that we have 
reached the limit and that we ought to pull back. These are prob- 
lems which require solution as the frontiers of the income tax are 
pushed forward. Long-run considerations alone compel us to make 
the effort required to tidy up the income tax base. If this effort is 
even partly successful in the short run, the income tax can be ex- 
pected to contribute even more to federal revenues. 

I believe both authors would agree that the income tax is Amer- 
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ica’s favorite tax. Indeed, none can deny it in face of the fact that 
the taxes on incomes—individual and corporate—account for about 
85 per cent of federal revenues and more than 60 per cent of total 
federal, state, and local revenues. This reflects to a large extent the 
great emphasis which we place on equity and equality, as Professor 
Heller so aptly puts it. Despite all of the problems, the individual 
income tax is our best tax and only a few extremists seriously recom- 
mend that its role be reduced. 

It may be well to digress from my main theme to set the record 
straight. Proponents of the Constitutional amendment to limit fed- 
eral tax rates on incomes, estates, and gifts to a maximum effective 
rate of 25 per cent have at various times stated that twenty-five or 
twenty-six states have already approved a resolution petitioning 
Congress to call a Constitutional convention for the purpose of 
drafting such an amendment. The Library of Congress checked 
these facts and found that only twenty-three states have acted on 
the amendment. In seven of these states, the legislatures recon- 
sidered their action and rescinded their resolutions. In two states, 
the governor vetoed the resolutions. In other words, not including 
these two states, only fourteen states have resolutions which are still 
in force. 

It is surprising that the number is this large. The United States 
can ill afford to scuttle its income tax at any time, but it would be 
particularly dangerous now in the face of the present challenge, in 
which considerations of economic strength, financial stability, and 
public morale play such a vital part. The federal tax system, iike 
other complex creations of man’s mind, can always be improved. It 
would be folly, indeed, if we stopped trying to improve it. But it 
would be far greater folly to scuttle it. 

With regard to the structural problems of the individual income 
tax which require attention, it is necessary to distinguish between 
special provisions enacted for equity and economic reasons and 
those which are definitely of the loophole variety. 

An income tax is not to be condemned if it moderates the impact 
of high rates on taxpayers in hardship situations. Nor is it to be 
condemned if it makes specific allowance to prevent taxation of 
capital. An example of the first type of provision is the allowance 
of a deduction for medical expenses in excess of 5 per cent of total 
income. This provision was introduced during the war because it 
was recognized explicitly that low exemptions might create extreme 
hardships for taxpayers with large medical bills, especially those in 
the lower income classes. Another illustration is the 1951 provision 
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which postpones tax accountability for capital gains realized on the 
sale of an owner-occupied home so long as the proceeds of the sale 
are reinvested in another home. An example of the second type of 
provision is the carry-back and carry-forward of business losses. 
This provision would be necessary even if our income tax raised 
half the amount of revenue it does today. These are refinements 
made in our tax structure in recognition of equity or economic con- 
siderations which the Congress—and more particularly its commit- 
tees—deemed to be in the public interest. There is no denying, of 
course, that the pressure for these refinements is particularly strong 
when tax rates are high. 

There is another set of issues which properly falls outside the 
loophole category. These are largely the big, unsettled issues in- 
volving social and political judgments rather than the narrow struc- 
tural and revenue considerations. Professor Ratchford mentioned 
income-splitting, for example. He interprets the adoption of this pro- 
vision as a device to reduce the effect of the high marginal rates. 
Actually, it can be demonstrated that its purpose was to equalize 
the tax burdens of residents of community and non-community 
property states and to forestall the adoption of the community prop- 
erty system by states for its tax advantage alone. Now that equality 
between families residing in different parts of the country has been 
achieved, the question of the appropriate relative tax burdens be- 
tween single and married persons and between low- and high-income 
taxpayers can be tackled directly. 

Income splitting is perhaps the more conspicuous of a substantial 
list of basic issues. The tax treatment of social security contribu- 
tions, public and private pensions, and fringe benefits are other ex- 
amples. Averaging of income for tax purposes was discussed fre- 
quently a few years ago, but it is a less timely topic now because 
we have enjoyed high levels of employment and income. The fact 
that these important problems have not yet been resolved does not 
mean that the income tax is doomed. Progress in developing solu- 
tions to such problems is necessarily slow, and it is perhaps appro- 
priate that this should be so since basic social policy considerations 
are involved. 

Tax loopholes admittedly present troublesome problems. Clearly, 
the pressure for loopholes would be less if the weight of taxation 
were lighter. Indeed we face here a dilemma in that when tax rates 
are high these loopholes are at once most obnoxious to us and most 
valuable to those who enjoy them. In one sense, the task of closing 
loopholes is largely a question of public education. This suggests 
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that these inequities will be corrected just as soon as, and no sooner 
than, the public understands their meaning and demands that they 
be eliminated. 

Tax enforcement is receiving enough public attention just now 
and I need not add to it. One observation in passing, however! It 
should be noted that the progress made in the last decade—prog- 
ress which was accelerated because the income tax base was broad- 
ened and the rates were increased—is striking, if not spectacular. 
Collection at source, the per capita exemption, the standard deduc- 
tion, the tax table, and the simplification of the income tax return 
form have all contributed greatly to more efficient tax administra- 
tion. Other improvements in collection procedures, such as extension 
of withholding to dividends, would undoubtedly help. Underreport- 
ing of some income receipts and overreporting of deductions, espe- 
cially in the case of business and professional incomes, is a special 
problem which is now being carefully studied. The audit control 
program which was started by the Bureau of Internal Revenue in 
1948 will provide the basis for improving the enforcement tech- 
niques in these areas. 

The problems of enforcement are difficult and should not be mini- 
mized. However, they can hardly be called overwhelming at a time 
when we obtain approximately 90 per cent compliance on a volun- 
tary basis from taxpayers. It is not at all clear that the record has 
ever been better either here or abroad. 

If the entire population relied on wages and salaries, enforcement 
would be relatively simple. However, as one proceeds along the in- 
come scale, business and property incomes become more predomi- 
nant. It is with respect to these sources that enforcement is most 
difficult. Moreover, individuals receiving property and business in- 
comes have flexibility with respect to the timing of their receipts 
and the character of their incomes which earners of wages and sala- 
ries do not enjoy. 

Thus, to the extent that there is evasion and tax favoritism, the 
benefits accrue to the middle and higher income groups. The lower 
income groups can properly claim that withholding automatically 
requires virtually too per cent compliance from them, although 
there is some non-compliance in the very lowest income classes 
where withholding from wages encounters practical difficulties. We 
must begin to throw our ingenuity into solving the problem of equal- 
izing the applicability of the income tax and the relative degree of 
enforcement as between different sources of income. 

Improving enforcement is not merely a matter of extending auto- 
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matic enforcement techniques, such as withholding. There is scope 
for more use of withholding, but it cannot be applied to all incomes 
under existing institutional arrangements. We must, therefore, con- 
tinue to rely on the traditional method of examination of returns 
and scrutiny of taxpayers’ accounts by expert revenue agents. 

Here we run into a problem which in some respects is native to 
our soil. The American people enforce certain standards on the pub- 
lic servant in his relationship to the taxpayer and the businessman. 
The taxpayer or businessman must not be inconvenienced unneces- 
sarily. His right to economic privacy must not be abridged. Where 
there is a doubt, it must be resolved in the taxpayer’s favor. This 
places an important limitation, not only on the types of collection 
methods used, but also on the effectiveness of enforcement. The 
requirements of simplicity also have high priority. The standard 
deduction, for example, has converted much of the income tax from 
a net to a gross basis. But a restriction of the standard deduction 
would be construed by the public as an inconvenience and generally 
regarded as a step in the wrong direction. 

It takes time to adjust to sudden and substantial tax increases, 
and we have had $16 billion of tax increases in less than eighteen 
months. It is not unexpected, therefore, that we are taking a good 
look at the tax system as we consider the desirability of proceeding 
further. Those who participated in the original enactment of the 
federal income tax in 1913 were alarmed at the high rates imposed 
shortly thereafter to help finance World War I. The rate reductions 
in the 1920’s reflected this attitude. Since then, however, rates have 
risen. Rates in the 1930’s were higher than in the 1920’s and rates 
in the 1940’s were higher than in the 1930’s. I am not predicting 
that rates in the 1950’s will exceed those in the 1940’s. I am merely 
arguing that in assessing the merits of today’s income tax, its rates 
and exemptions, its structural features, and the progress made in its 
enforcement, we should take a long-run view. 

The shape of the income tax in the future depends on the income 
distribution, which determines the effectiveness of the graduated 
rate system. As the income tax base was broadened, we relied more 
heavily on the starting rate for most of the yield of the individual 
income tax. The first taxable income bracket (i.e., taxable incomes 
of less than $2,000) accounts for roughly two-thirds of the income 
tax base and the starting tax rate for perhaps 80 per cent of the 
total yield. This situation is due in part to income splitting; but it 
is also due to the fact that our exemptions are now low enough to 
include the vast majority of the nation’s income recipients. 
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Progressive income taxation is by now an established American 
tradition. But as rates are increased, the range of incomes over 
which graduation extends must necessarily be reduced. In the 1930’s 
graduation was extended to the $1,000,000 level; today graduation 
stops at $200,000. The brackets up to $20,000, where the bulk of 
taxable income lies, must provide the bulk of any additional revenue 
that we might obtain from the income tax. To accomplish this, it 
may become necessary to introduce more rate differentiation within 
the lower ranges of the income scale by reducing the size of the tax 
rate brackets. 

Many features of our income tax would be considered inequitable 
by economists’ standards. The grossness of the income tax resulting 
from the adoption of the standard deduction is one example. The 
per capita exemption, which provides a relatively generous credit 
to dependents, is another. The tax subsidy to home owners through 
the exemption of imputed rent is a third. Changes in these basic 
attributes of the income tax system could not be explained, at this 
time at least, to the American public on equity grounds; on the con- 
trary, the public would probably consider these very changes in- 
equitable. The tax expert necessarily bows to the will of the people 
in these matters and I would not argue that the end result is neces- 
sarily bad. 

Before concluding I call your attention to the fact that the bulk 
of today’s discussion has dealt with what may be termed the insti- 
tutional, as distinguished from the economic, limits of taxation. I am 
sure that this is not due to the reluctance of the two speakers to 
undertake difficult analyses. To some extent, however, the relative 
neglect of the strictly economic side of the question may be attrib- 
uted to what Professor Heller terms the unsatisfactory state of 
knowledge on the incentive and related effects of taxation. This in 
turn may be due in no small part to the substantial discount which 
reason compels us to apply to the claims frequently voiced by repre- 
sentatives of industry and high-income investor groups on the occa- 
sion of every tax increase. Considering the grave and irreparable 
damage which the Congress is said to have been doing to incentives 
and resources for business expansion all these years, it is a wonder 
that even a shadow is left of the economy. It is important, however, 
to guard against the contrary bias as well and not lose sight of the 
underlying relationship between sound taxation and healthy eco- 
nomic development. 

Professor Ratchford is impressed with the ingenuity of human 
beings in finding ways to escape taxes. He may have a point, for 
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man has always exhibited an instinct for getting out of the weather. 
I would observe, however, that the talent he finds so striking is at 
best a poor second to the energy with which Americans respond to 
their country’s needs; and this response is no less apparent at the 
tax collector’s window than on the assembly line. This is not to deny 
the value of discussing tax limits. We are well advised, in these re- 
laxed moments and in these stimulating environs, to speculate on all 
varieties of limitations on taxes, but none of us can fear or should 
fear that these so-called limitations actually bind our hands. In the 
present situation when the American people are resolved to defend 
their freedoms, whatever its cost in life and property, the only real 
limitation is productive capacity. A correct tax policy can enhance 
and need not hinder that capacity. I submit that so long as the 
people are convinced of the need for a costly governmental program 
(be it defense or anything else) they will be ready and willing to 
pay its price in taxes. They will need only the assurance, as Pro- 
fessor Heller implies, that the burden of these taxes is distributed 
fairly. 


MARTIN R. GAINSBRUGH:* My comments are confined to the se- 
ries of general observations set forth in Professor Ratchford’s paper. 
I have three major points to raise in connection with his views on 
practical limits of income taxation, to most of which I subscribe. 
But before doing so, I would like to offer as a preface a few of the 
highly pertinent (and, to me, unexpected) conclusions stressed by 
Richard M. Bissell, Jr., in his review before the American Economic 
Association of “European Recovery and the Problems Ahead.”* 
Lacking a copy of his paper, I can only paraphrase—but I believe 
correctly. 

Mr. Bissell conceded that as an academic economist he would be 
reluctant to subscribe to the thesis that there was an upper limit to 
taxation. But as a political scientist who has closely observed events 
in Europe over the past three years, he would contend that such a 
limit does exist—moving, variable, and undefined as it may be. In 
Europe today we witness the inability of any party in power to tax 
more than 25-40 per cent, without surrendering or jeopardizing its 
control. The fiscal burden even in peacetime has grown so great— 
particularly because of transfer payments—that its potential in war 
or emergency periods has been killed off. The overburdened fiscal 
machine simply cannot take the heavier load. Still speaking as a 


* National Industrial Conference Board. 
1. American Economic Review, Vol. XLII, No. 2 (May, 1952). 
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political scientist, Mr. Bissell suggested that we in this country take 
a sober look at our own fiscal policy, in the light of experience he 
had described of the older continent, with an industrial and eco- 
nomic structure much like ours. 


CONSTITUTIONAL TAX LIMITATIONS 


Professor Ratchford in his paper dealt lightly, if not summarily, 
with the proposed constitutional ceiling on income taxes. The Reed 
amendment currently before Congress, for example, includes pro- 
vision for Congress without any particular justification or finding 
to suspend the 25 per cent limitation and raise rates as high as 40 
per cent, even in peacetime. Professor Ratchford labels the maxi- 
mum of 25 per cent as “totally unrealistic,” but does not indicate 
what criteria led him to this conclusion. It is significant, however, 
that in his opinion “if the proposed maximum rate were changed to 
40 or 50 per cent, the movement might get enough support to put 
the measure across.”’ This does not depart too violently from the 
legislation now under consideration. 

Two technical points deserve emphasis in connection with the re- 
vised proposal not discussed in Mr. Ratchford’s paper. First, the 
25 per cent ceiling cannot be altered unless three-fourths of all 
members of each House of Congress approve the suspension rather 
than, say, a majority or even three-fourths of those voting. Secondly, 
the ceiling applies to actual rather than effective rates. 

A brief comment is also pertinent on time limitation, since Pro- 
fessor Ratchford states that suspension of the ceiling may be “for 
a period not exceeding one year.” Under the proposed amendment, 
this suspension is valid only for a year at a time but there is no 
prohibition against its renewal. This provision is designed to assure 
annual congressional review of the need to continue taxes at above- 
ceiling rates. 

Finally, a brief restatement of the principal arguments offered in 
favor of this proposal would seem pertinent in the light of the nega- 
tive cast in which constitutional limitation is so often viewed by tax 
technicians. I do not mean to espouse or defend these arguments, 
but rather to state them so that they can be given their due weight. 
They are: (1) The need for statutory restraint upon the federal 
power to tax in peacetime, to prevent possible abuse or political 
manipulation; (2) to protect and increase individual and business 
incentive, thereby creating a larger tax base and thus greater tax 
revenue, even though rates are lowered; and (3) to protect the flow 
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of venture capital, by limiting the repressive effects of hypertaxation 
upon the higher income groups which traditionally have supplied 
risk funds.* 

EROSION OF TAX BASE 


My two remaining comments must be necessarily brief and dog- 
matic because of time restrictions. First, I would contend more 
vigorously than does Professor Ratchford that the market place 
offers increasing evidence through mass attempts at tax minimiza- 
tion—if not outright evasion—that we are already very close to, if 
not at, the practical ceiling on such taxes. When the income tax bite 
was small for the mass of taxpayers—or viewed as “equitable” by 
those within the higher tax brackets—attempts at minimization were 
not so widespread. It took a while, too, for the cultural lag in tax 
minimization to be overcome and for tax specialists to emerge as 
mass as well as class consultants (witness the vogue of popular guides 
toward tax minimization over the past decade). 

Each of us could add to Professor Ratchford’s catalogue of cur- 
rent-day escapes from taxation—even at low-income brackets. 
Domestic servants who move from job to job, as their stipend with 
any one family approaches the point at which it must be officially 
reported; handy men, carpenters, and gardeners, who are too busy 
to take on spare jobs, except when payment in cash is suggested; 
youngsters with summer jobs who carefully specify to employers 
that they will work only up to that point where the income they 
receive does not expose their respective families to higher taxes, etc. 
And at the other end of the income scale, the tax specialist works 
with initiative and profit, devising additional avenues of minimiza- 
tion for his clients as old avenues are bottled up. With each boost 
in tax rates, it becomes ever more productive to spend additional time 
and effort reducing the net amount paid to government. Where half 
or more of the next added dollar of income is shared with govern- 
ment, the taxpayer senses that it may be worthwile spending more 
time at tax minimization than at income maximization. Tax morals 
and tax rates may have an inverse correlation, while tax rates and 
erosion of the tax base seem to be correlated positively. 


PyRAMIDING AND PAss-THROUGH 


Finally a few fleeting comments on another practical ceiling to 
income taxation—namely pass-throughs or pyramiding. The extent 
2. For the body of argument built upon this skeletal structure see, among others, R. B. 


Dresser’s, The Need of Limiting by Constitutional Power the Taxing Power of Congress 
(Providence, R.I., 1951). 
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to which income taxes may be increasingly passed on by individuals 
or businesses in the form of higher prices or demands for higher 
wages is frequently omitted in calculations of yields from further 
hikes in income-tax rates. Our earlier studies at the Conference 
Board* suggested that business absorption of corporate income taxes 
in the interwar period was rather widespread. We lack definitive 
studies of a similar character for the past decade and particularly 
for the period of postwar inflation. The evidence to hand on preser- 
vation of post-tax profit margins suggests that absorption may not 
be so widespread, as in the interwar period when rates were lower. 
Certainly the recent demands from labor that direct taxes be in- 
cluded in the Consumers’ Price Index open up a new area of pass- 
through under wage-escalator procedures. Similarly, the steel indus- 
try among others has centered attention upon price relief provisions 
in which earnings after taxes would receive more consideration than 
in past price-relief determinations. This tax-pyramiding aspect of 
the problem is particularly important when the tax program ad- 
vanced is labeled as anti-inflationary in character and target. Per- 
haps in another decade, or to another generation, today’s tax rates 
may once more appear “equitable,” so that neither minimization 
nor pass-through would exert the restraining influences they do 
today. Barring the task of financing total war, and borrowing for 
the moment Mr. Bissell’s cloak of the political scientist, I believe 
that income taxes currently are at their practical, if not theoretical, 
ceiling. 


LAWRENCE H. SELTZER:* I found Mr. Break’s paper an excellent, 
cogently reasoned one, somewhat in the tradition of Henry Simons 
and William Vickrey. I take little exception to it in matters of sub- 
stance, though I have some reservations respecting some of the 
policy recommendations. The few comments I would make are 
mainly suggested by the fact that I am more inclined than Mr. 
Break to assume that, as a practical matter, we can hope to make 
only small piecemeal changes in the tax structure at any one time; 
that any proposal for change in one respect cannot safely rest on 
the assumption that it will be accompanied by any wide variety of 
co-ordinated changes. 

I agree that the allowances for capital losses should be more lib- 
eral than they are and that the existing limitations on them do not 
follow logically from our preferential treatment of capital gains. 


3. See “The Shifting and Effects of the Federal Corporation Income Tax,” 1928, and 
“Effects of Taxes upon Corporate Policy,” 1943. 
* Wayne University. 
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Our limitations on allowances for capital losses owe much to the 
fact that Congress has been inclined to regard investors not as indi- 
viduals, but as a group whose preferential treatment with respect to 
gains warrants a parallel limitation on the deductibility of their 
losses. My own studies over some years of the figures from Statistics 
of Income indicate quite clearly that the same individuals do not 
realize capital gains and capital losses in anything like the same 
proportions; important numbers of them realize mainly gains and 
important numbers realize mainly losses. It is small consolation to 
the latter to know that the limited deductibility allowed them is in 
some degree made up for investors as a class by the preferential 
treatment accorded the capital gains of those already fortunate 
enough to have realized net capital gains. 

Congress has also been strongly influenced to limit allowances 
for capital losses by the fear of creating large opportunities for tax 
avoidance through the realization of paper losses. This fear for- 
merly had a more solid basis, before the restrictions were enacted 
on the recognition of capital losses from wash sales, including intra- 
family sales and transactions with personal holding companies. 
These restrictions have greatly reduced the possibilities of tax 
avoidance through paper losses. 

I think a more liberal allowance for capital losses is desirable 
both on equity and incentive grounds. A liberal allowance for capi- 
tal losses provides a powerful encouragement to the assumption of 
necessary risks. Although the present treatment, with its carryover 
of unoffset net capital losses, coupled with an annual deductibility 
of $1,000 against ordinary income in each of six years, is more lib- 
eral than any we have had in many years, it is still decidedly one- 
sided. It gives considerable relief to those who realize net capital 
gains after they have realized net capital losses, but it gives very 
little relief to those who happen to realize their capital gains before 
they realize capital losses. Such a discrimination, turning only on 
the accident of the timing, has no basis in equity. 

Barring a more elaborate revision of the tax treatment of capital 
gains and losses, I think a change that would greatly improve the 
equity and incentive effects of the net capital loss allowance would 
be one that allowed net capital losses in full, but only in annual 
segments of one-fifth or one-sixth of the loss in each of five or six 
years, beginning with a carryback period of two or three years. 

With respect to Mr. Break’s criticism of the word “illusory” in 
connection with capital gains that reflect changes in interest rates 
and in price levels, I agree with his conclusions, but I think he 
Strains unnecessarily in reaching them. If the long tradition of a 
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country emphasizes current income rather than capital values, as 
in the United Kingdom, I do not think it improper in such a coun- 
try to regard as illusory or unreal income those capital gains that 
reflect only reductions in interest rates. Where capital values and the 
maintenance of capital are emphasized, as in the United States, 
such capital gains are just as properly regarded as real. 

I think Mr. Break strains unduly in attempting to draw a distinc- 
tion between what he terms two approaches respecting capital gains 
and losses that reflect changes in the price level—one approach based 
on the “causes” of capital gains and losses and the other, on the 
measure of their real amounts by dividing current money values by 
a suitable price index. I can think of only one sensible meaning for 
the word “illusory” in this connection—unreal as measured by the 
change in the price level. Current non-property incomes, such as 
those from wages and salaries, do not usually need to be deflated 
(or inflated) by a price index to arrive at “real” income for tax pur- 
poses because the prices of previous years do not enter importantly 
in determining them. Mr. Break appears to assume that the base 
date for an appropriate price index in this connection must always 
be in the past, whereas the current price level is actually more ap- 
propriate and practical, and it is the one that has been used by those 
countries that have attempted to make allowances for changes in 
the value of the monetary unit in determining the taxable income 
from property. In both Belgium and France, for example, where 
sharp depreciation in the currency unit has occurred almost contin- 
uously from World War I, business enterprises are permitted to 
raise the book values of their properties for purposes of deprecia- 
tion allowances and for measuring capital gains by coefficients re- 
lated to the year in which the properties were purchased. In France, 
for example, the cost of assets purchased prior to 1914 may be 
multiplied by up to 60 to arrive at the current figures used for cal- 
culating depreciation and capital gains. 

The use of index numbers for inflating capital values for the cal- 
culation of depreciation and capital gains would appear to be indi- 
cated only for periods of very marked change in the price level; 
though the numerous widespread complaints that the absence of 
such an inflator makes existing depreciation allowances in the 
United States inadequate to maintain invested capital, suggests that 
this question may conceivably become one of practical importance 
in the United States if a material further rise occurs in the price 
level. 
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IMPACT OF PENSION FUNDING ON 
THE AMERICAN ECONOMY 


SOURCES OF INCOME FOR THE AGED* 


By JoHN J. Corson 
McKinsey & Company 


THROUGHOUT THE PAST DECADE the aged have been the subject of 
much concern and increasing, but still little, analysis. As a people 
we inherited from the depression decade of the 1930’s certain stereo- 
types as to the plight of the aged. “Plight,” I think, is the proper 
term. For by and large we accepted, as a people, the stereotype that 
the aged as a group are economically in bad shape, that they have 
little or no resources with which to maintain themselves, and that 
society must make provision for them. 

On these and other bases we founded in whole or part: (1) A 
major portion of the Social Security Act, (2) the Railroad Retire- 
ment Act (3) a number of other provisions for the retirement of 
public employees; (4) recent amendments to the income tax laws, 
and (5) the movement of the last few years to develop and expand 
the provisions of private employers for the retirement of older 
employees. 

Looking back we can see that the stereoptyes we inherited have 
been politically persuasive. The question to which this paper is ad- 
dressed is: Were they accurate? 

Reliable data as to the incomes of the aged among this country’s 
population are required intelligently to appraise: (1) public policy 
with respect to the provision of old age assistance and old age 
insurance, (2) the need for the further development of private pen- 
sions and the level of pensions required, (3) the economic signifi- 
cance of the aged as a segment of the total population. 


* This article by John J. Corson and the following two articles by Roger F. Murray, 
and Harry G. Guthmann, with discussions by Raymond W. Goldsmith and J. Fred Wes- 
ton, were presented at a Joint Session of the American Finance Association and the 
American Association of University Teachers of Insurance in Boston on December 27, 
1951. The general subject discussed at the session was “Impact of Pension Funding on 
the American Economy.” The program was under the chairmanship of William C. 
Greenough, Teachers Insurance and Annuity Association. 
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AGGREGATE INCOME OF THE AGED 


There are four sources of data as to the income of the aged: (1) 
the Bureau of the Census data for 1939, 1948, and 1949,’ (2) a 
special tabulation of income tax returns for the year 1948,” (3) the 
Federal Reserve Board’s annual surveys of consumer finances,’ 
(4) special studies of the resources of old age insurance beneficiar- 
ies, recipients of old age assistance and of private pensions. 

From the first three of these sources Table 1 has been derived. 


TABLE 1 


NUMBER OF Persons 65 YEARS OLD AND OVER IN 1948 AND 1949 
Classified by Income 
Fisher’s Revision Preliminary Tabu- 


Census Estimate of Census Estimate lation of Census 
of 1948 Incomes _ of 1948 Incomes of 1949 Incomes 


Income Level (o00 Omitted ) (ooo Omitted) (ooo Omitted) 
Loss or no income.......... 3,510 3,000 3,867 
560s db dance weave pat 2,320 2,500 2,000 
500-999 .. - 2,260 2,300 1,837 
1,000—1,999 : 1,440 1,600 1,252 
2,000-2,999 . : 740 750 766 
3,000-4,999 . 480 500 551 
5,000-9,999 : ‘ 170 200 228 
10,000 and over : 60 100 97 


This table indicates that the total aged population is distributed 
income-wise about as follows: 36 per cent have no incomes, 38 per 
cent have incomes of from o to $999 per annum, 19 per cent have 
incomes of from $1,000 to $2,999 per annum, and 7 per cent have 
incomes of $3,000 a year and over. 

The Federal Reserve Board surveys of consumer finances reflect 
a more optimistic picture. These surveys suggest that as large a pro- 
portion as 19 per cent of the aged have incomes of $3,000 a year 
and over. 

Fisher summarizes this distribution of income data as follows: 

Examination of the relative frequency of aged persons in the different income 
classes indicates that there were somewhat more aged persons in the low income 
groups than would be expected from their proportion in the population, or among 
income recipients, and that they constituted a smaller-than-proportionate share of 
the persons in the middle income groups. These findings correspond with our gen- 
eral impressions concerning the place of the aged in the country’s income struc- 

1. Bureau of the Census, “Income of Families and Persons in the U.S., 1948,” Current 
Population Reports, Consumer Income Series P-60, No. 6. 

2. Jacob Fisher, “Income of Aged Persons, 1948,” Social Security Bulletin, Vol. 14, 
No. 7 (July, 1951). 


3. A special tabulation of the Bureau of the Census prepared for the Twentieth Cen- 
tury Fund. 
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ture. What is not generally known is the relatively large place that they occupy in 
the high-income groups. 

In 1948 approximately 1 income recipient in 10 was 65 years of age or over. 
Among persons with incomes of less than $1,000, however, about 1 in 4 was aged. 
The ratio dropped to 3 or 4 per 100 in the income classes from $3,000-$4,000 and 
then rose again. At the $10,000 level, perhaps 10 in every 100 income receivers 
were 65 years of age or over; at the $50,000 level, perhaps 16 in every 100; at the 
$100,000 level, perhaps 23 in every 100. Though the high income aged persons were 
few in absolute numbers, they comprised an increasing proportion of the total 
group of recipients in the higher income brackets.* 


INCOME STATUS OF THOSE UNDER $3,000 


The relatively large proportion of high income receivers among 
the aged cannot obscure the less fortunate income status of the 93 
per cent of all aged with incomes of less than $3,000. Three of every 
four aged persons have annual incomes of less than $1,000 per annum. 

A more meaningful picture of the income of the aged is obtained, 
however, if their incomes be viewed in terms of family units rather 
than as individuals. 

There were in 1949, 4,850,000 heads of families 65 years of age 
and over. Of this total 18.4 per cent reported no income, 17.8 per 
cent reported incomes of less than $500, 18.5 per cent reported in- 
comes of $500-999, 15.6 per cent reported incomes of $1,000-1,999, 
11.7 per cent reported incomes of $2,000-2,999. In short, of all 
households in which the head was 65 or over, 82 per cent reported 
incomes for the year 1949 of less than $3,000. 


SouRcEs OF INCOME 


These families with incomes of less than $3,000 per annum con- 
stitute the major social problem posed by the growth of the aged 
population. Consider the five main sources from which their income 
is derived: (1) earnings from employment, including self-employ- 
ment, (2) income from individual savings, individual insurance pol- 
icles or annuities, or property, (3) benefit payments from public or 
private insurance or pension programs, (4) old age assistance (5) 
contributions from relatives. 


EARNINGS FROM EMPLOYMENT 


The Monthly Report on the Labor Force for November, 1951, 
indicated that one-fourth of all persons 65 years and over were em- 
ployed. Of the 3,000,000 aged persons in the Labor Force, 2,500,000 
were men and one-half million were women. In addition approxi- 


4. Fisher, op. cit., pp. 10-13. 
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mately one million women were the wives, aged 65 and over, of aged 
workers. 

In total, approximately four million aged persons—about one- 
third of all aged—depended upon earnings from employment as 
their major source of income. 

This proportion is relatively large. Its size is a consequence of 
the manpower needs generated by the present defense emergency. In 
1890, seven of every ten aged men were gainfully employed. By 
1930, only five of every ten aged men were gainfully employed. To- 
day, between four and five of every ten aged men are gainfully 
employed. The reasons for this declining percentage are well known. 
They include: (1) the industrialization of our society, (2) the 
quickening pace of modern industry, (3) the mores which have 
grown up as to the desirability of retirement, and (4) the assistance 
and provisions of existing pension plans. 

The number of aged persons employed will likely increase fur- 
ther during the next year or two as a consequence of the mobilization 
effort. If the trend that has prevailed from 1890 to 1950 continues, 
however, not more than 30 per cent of the aged males will be em- 
ployed in 1890." And considering the prospects for the future, it 
must be recognized that a majority of the aged are females, and 
among them only g per cent are employed. 

Earnings from employment are, from both the standpoints of the 
individual and society, the most desirable source of income for those 
aged who are physically able to work. But as the length of life in- 
creases, the length of working life after age 65 is steadily decreasing. 
This forces the aged to seek other sources of income than earnings 
from employment and deprives our society of the product that might 
be produced. 

In the long run, no effort to solve the problems of the aged is 
more consequential than the devising of ways and means to reverse 
the trend of a declining proportion of the aged in the labor force. 
Sumner Slichter has estimated that the proportion of men in the labor 
force might be increased from 45 per cent to 60 per cent.® The result 
would be a vastly greater proportion of the income of the aged de- 
rived from earnings from employment and a lesser demand for pub- 
lic payments and private pensions. But I am not as optimistic; no 
forces now on the social horizon promise to raise significantly this 
proportion of aged at, work. 


5. In 1890, 68 per cent of the adult males were in the labor force. By 1930 this propor- 
tion had declined to 54 per cent and by November, 1951 to 46 per cent. 

6. Sumner Slichter, What’s Ahead for American Business, (Boston: Little Brown and 
Company), 1951. 
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INDIVIDUAL SAVINGS, ANNUITIES, AND PROPERTY 


There is a dearth of information as to the income of the aged 
from their own savings, from individual annuities, insurances, or 
property. Two sources of data supply suggestive materials. They 
are: (1) the annual surveys of consumer finances made by the Fed- 
eral Reserve Board,’ and (2) studies of the resources of old-age 
insurance beneficiaries made by the Bureau of Old Age and Survi- 
vors Insurance. 

Together these sources suggest that: (1) perhaps half of the com- 
mercial and industrial workers who have retired in recent years have 
some assets other than an equity in a home; (2) not more than a 
fourth of these older workers have accumulated resources of $500 
or more. 

These annual surveys of consumer finances have demonstrated 
during the past five years that a large proportion of all American 
families save little or nothing. The 1949 Survey of Consumer Fi- 
nances, for example, indicated that 7 per cent of all families headed 
by an aged person had less than $2,000 in liquid assets. This is not 
to deny that nearly half of those who reach old age have some sav- 
ings. Yet those savings are generally small and, hence, contribute 
insignificantly to the maintenance of aged persons. 


BENEFIT PAYMENTS 


Within the past decade there has been an obvious tendency for 
a significant increase in that portion of personal incomes which are 
derived from social insurance, veterans’ benefits, and other public 
payments. 

It is undoubtedly true, however, that the tendency has been more 
marked among the aged population. The following table supports 
this supposition. It indicates that the total number of aged persons 
receiving social insurance and other public retirement payments and 
old-age assistance has nearly tripled since 1940, has grown from 
approximately 2,700,000 to 7,700,000. 

Despite the recent growth of private employer retirement systems, 
probably not more than 300,000 persons are currently receiving 
retirement incomes from these sources. These benefits are, on the 
average, small, probably about $60 a month. And in most instances 
these benefits supplement other incomes of the recipients, especially 
benefits received from old age insurance. 


7. “1951 Survey of Consumer Finances,” Parts I-IV, Federal Reserve Bulletin (June, 
July, August, and September, 1951). 
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For the future, the growth in this source of income for the aged 
will likely be large. It is estimated that by 1960 (1) 5,800,000 aged 
persons will be receiving old-age and survivors insurance; (2) 600,- 
000-800,000 aged persons will be receiving retirement benefits as 
veterans; (3) 800,000-1,000,000 persons will be receiving private 
pension payments. 


TABLE 2 


EsTIMATED NUMBER OF Persons, AGED 65 AND OVER, RECEIVING INCOME FROM SPECIFIED 
Sources, DECEMBER 1940, 1950, 1952* 


(In MILLIons) 


December December December 


Source of Income 1940 1950 1952 
Tota! population 65 years and over . eC 12.3 13.0 

Employment 2.8 3-7 4.0 
Earners 2.1 2.8 3.0 
Wives of earners 7 9 9 

Social insurance and related programs 
Old-age and survivors insurance ....... ; I 2.6 4.0 
Railroad retirement ......... I 3 a 
Federal civil-service retirementt a a 
Veterans’ program 2 a a 
Othert ' . ‘ .2 4 4 
Old-age assistance 2.1 2.8 2.6 


Source: Data for 1940 and 1950 from Social Security Bulletin (June, 1950), p. 16, 
and (June, 1951), p. 19. Data for 1952 estimated by author. 


* Some persons received income from more than one of the sources listed. 
| Less than 50,000. 


¢ Federal retirement programs other than civil service; state and local government re- 
tirement programs; wives of male beneficiaries of programs other than old age and sur- 
vivors insurance. 


Oxp-AGE ASSISTANCE 


About 2,700,000 needy aged persons are receiving assistance in 
January, 1952. The number has declined at the rate of approximately 
5,000 to 10,000 a month during the current year. The volume of 
income paid to the aged as assistance has not declined during this 
period. The decline has been attributable to the growth in the num- 
ber of old age insurance recipients as a consequence of the 1950 
amendments to the Social Security Act. 

Can we look forward with assurance to the diminution of assis- 
tance as a source of income for the aged? The old age assistance 
program is an easy way of providing public support for the aged. 
It has in many states provided a popular political appeal. It is sensi- 
tive to a rising cost of living. The objective of the authors of the 
Social Security Act was, however, to supplant old age assistance 
given to aged persons on a means test basis by insurance payments. 
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Old age insurance payments are more inflexible in the face of politi- 
cal pressures and rising living costs. 

For the first time since the Social Security Act came into being, 
the number of insurance recipients exceeded, in 1951, the number 
of assistance recipients. The insurance program will provide income 
in increased amounts for an increased number of beneficiaries in 
the future. Unless ways are found to relate these insurance payments 
more regularly to increased costs of living, however, it is not un- 
likely that the assistance program may again submerge the insur- 
ance program. 

For example, one student has written that “despite the larger 
benefit amounts provided by the 1950 amendments, many benefi- 
ciaries whose retirement incomes had previously been below the local 
costs of rock-bottom acceptable minimum levels of living were still 
in that position after their insurance benefits were increased. .. . 
The changes in benefit amounts produced by the 1950 amendments 
momentarily compensated for the increase in consumers’ prices since 
1939; they did not correct the original inadequacy of the benefit 
level established by the 1939 formula.” And, “since the effective 
date of the 1950 amendments, further increases in prices have again 
reduced the purchasing value of benefits below the level established 
in 1939.”° The consequence is a pressure to provide assistance to 
supplement those whose incomes including insurance benefits are 
meager. 


CONTRIBUTIONS AND GIFTS 


The sources of information suggest that the income of the aged 
from contributions by relatives and from gifts is meager. These 
sources are: (1) The successive studies of the income of old-age and 
survivors insurance beneficiaries® and (2) a study of 1,700 pen- 
sioners of seventeen private corporations made for the Twentieth 
Century Fund. 

These two studies deal with dissimilar groups among the aged. 
The first series of studies commenced in 1941 and continued at in- 
tervals for more than a decade to deal with the rank and file of 
recipients of old age and survivors insurance. The second study de- 
scribes the income sources and attitudes of a small group of more 
fortunate aged, a total of 1,738, who were receiving both old age 
insurance payments and pensions from private employers. 


8. “Effect of Increased Benefits on Beneficiaries Level of Living,” Analytical Note No. 
36 (Bureau of Old Age and Survivors Insurance, July 25, 1951). 

g. Edna C. Wentworth, “Income of Old Age and Survivors Insurance Beneficiaries, 
1941 and 1949,” Social Security Bulletin (May, 1950), pp. 3-10 ff. 
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Together these studies indicate that between 10 and 15 per cent 
of all aged individuals receive cash contributions from relatives. Of 
the 1,738 pensioners, 8 per cent received contributions from rela- 
tives and an additional 4 per cent were being provided with room 
and board. Together it may be estimated that perhaps 2,000,000 
aged persons are being supported wholly or in considerable part by 
their children or other relatives. This total includes an unknown 
number who are maintained in homes for the aged, nursing homes, 
and other institutions. 


INCOME SouRCES AT VARIOUS LEVELS 


The dependence of the aged on each source of income varies sig- 
nificantly at the various income levels. The pattern is approximately 
this: 

That one-fifth of all aged families with no incomes depend in 
principal part on the support of relatives. A few may be living on 
the withdrawal of their savings or the sale of assets. 

That one-third with incomes of less than $1,000 depend in prin- 
cipal part, on public assistance; a significant proportion of this 
group, however, receive old age insurance. 

That one-sixth with incomes of $1,000 to $1,999 depend in con- 
siderable part on old age and survivors insurance benefits; a grow- 
ing minority also receive private employer retirement benefits; a 
portion of this total derive income from employment. 

That one-eighth of the aged with family incomes of from $2,000 
to $2,999 derive their income in principal part from employment; a 
lesser proportion of the total derive their income from old-age in- 
surance benefits, private retirement benefits, and savings. 

The balance of the aged families, approximately one-sixth of the 
total, rely upon earnings from employment and income from accu- 
mulated assets, that is, from dividends, interest, and other forms of 
investment income. 


THE PROSPECT 


This review of available data as to the sources of income for aged 
permit some generalizations. The trends of recent decades 

1. Afford no basis for prophesying that the income of the aged 
from employment, from savings or from contributions by relatives 
may be expected to grow significantly; 

2. On the contrary, they suggest that (a) a smaller proportion 
of the aged will be employed, (4) most individuals when they reach 
old age will have little savings, (c) and typical American urban- 
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dwelling, wage-earning families will be less able to contribute to the 
support of aged relatives. 
Hence, it follows, that 

1. The aged may be expected to become an even more, rather 
than less, dependent segment of the population. 

2. There will be a continuing demand for the provision of private 
pensions in increasing amounts. 

3. There will be constant pressure to increase assistance and old- 
age insurance payments to meet rising costs of living. 

In the aggregate the income of the aged from all sources repre- 
sented approximately 4 per cent of the total of all personal incomes 
in 1949. In that year the aged represented about 712 per cent of the 
total population. As the size and political strength of the aged pop- 
ulation grows it may logically be expected that the proportion of 
the national income claimed by the segment of the population will 
increase. It would be eminently preferable that this increased pro- 
portion of the national income be distributed to the aged as larger 
earnings from employment. The evidence available at the moment 
suggests that it will be distributed to the aged as (a) increased pub- 
lic payments, (6) non-monetary income in the form of subsidized 
housing and medical care, and (c) private employer retirement 
benefits. 











INVESTMENT ASPECTS OF THE ACCUMULATION 
OF PENSION FUNDS 


RocER F. Murray 
Bankers Trust Company, New York 


THE RATE OF GROWTH IN PENSION FUNDS 


ALTHOUGH LARGE INDUSTRIAL PENSION PLANS have been operating 
for many years, the rate of growth was greatly accelerated by the 
decision on September 10, 1949, of the Steel Industry Board. The 
Board disapproved a direct increase in wages but commended very 
highly the establishment of private pension plans to supplement the 
Federal Old Age and Survivors Insurance System. From this decision 
can be dated the further spread of pension provisions to large num- 
bers of hourly paid industrial workers who had not been covered 
previously. 

It appears that the regular rate of annual additions to insured and 
trusteed pension plans is running at about $1,800 million. Around 
$800 million of this amount is available for investment in life insur- 
ance companies under insured plans and the balance of about $1 
billion is being accumulated under trusteed plans. Actually, addi- 
tions to trusteed plans will probably run somewhat higher than the 
regular rate for the year 1951 because, in a period of high profits 
and high taxes, industrial corporations are inclined to accelerate 
the funding of past service liabilities. A number of the new negoti- 
ated plans call for the freezing of past service liabilities or their 
funding over a thirty-year period, but it is possible to pay in up to 
10 per cent of the past service liability in any one year and to take 
it as a deduction for income tax purposes. There is, therefore, a con- 
siderable area for the exercise of managerial discretion each year. 
In 1951 or 1952, for example, net additions to trusteed plans could 
amount to as much as $1,200 million. 

It is important to observe that most industrial pension contribu- 
tions are comparatively stable, showing only moderate variations 
from year to year. Fluctuations in employment are a factor, although 
not as important as might be supposed. The bulk of the cost is for 
older employees who have acquired seniority rights which protect 
them in periods of declining employment. The extent of funding, 
however, is often not fixed by contract and some companies may 


252 














"=> Ss 


~ 
4 


ma © FS ee Om wee letlUrlUcwBOlUCUtlCUCO, OC UCB’ 




















Investment Aspects of Pension Funds 253 


have exceeded required payments in previous years. As a result, the: 
level of contributions may be susceptible to reduction in poor busi- 
ness years. This would be an offset to the volume of contributions 
expected to be 15 per cent to 20 per cent above current minimums 
in a good year like 1951. 

The pension contributions made to life insurance companies are, 
of course, mingled with all other funds for investment purposes. The 
significance of the expansion in insured plans is simply that the 
growth of these institutions has been further increased. The new 
and more interesting field for study is the rapidly growing volume 
of trusteed pension funds. My remarks, therefore, will be addressed 
exclusively to the investment policies and their impact on the securi- 
ties markets originating in the administration of pension funds by 
trustees. 


THE INFLUENCE OF ACCOUNTING PRACTICES 
ON INVESTMENT POoLicy 


The accounting and reserve policies applicable to pension trusts * 
have an important bearing on their investment activities. In general, 
fixed income securities are carried at amortized cost and all other 
investments at cost for purposes of determining the funds on hand 
to discharge pension liabilities. The rate of return earned on the 
book value of these assets is composed of the interest and dividends 
collected minus amortization of bond premiums, plus the accrual of 
discounts, and plus or minus realized capital gains and losses. This 
rate of return over a period of years, of course, determines the size 
of the capital fund required. The Treasury Department has not 
recognized up to the present time the validity of any loss reserve 
which might be accumulated out of income or out of realized capital 
gains. As a consequence, under one of the most common methods of 
funding, the tendency is for a trust to show capital gains and a good 
earnings rate in the years when the company can best afford to make 
large contributions, and perhaps to show the need for larger contri- 
butions by reason of losses in years when the company may be least 
anxious to supplement its regular payments. However, losses may be 
spread over a period of years under certain other funding methods. 

The field of mortgage lending provides a good illustration of how 
these accounting questions affect investment policy. It has been re- 
peatedly demonstrated that the sound procedure in managing a 
portfolio of real estate loans is to set aside a regular reserve for 
losses out of current income and in that way to stabilize experience 
between good and bad years. Under present accounting principles 
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for tax purposes this would not be possible, and, as a consequence, 
conventional mortgage loans become considerably less attractive for 
pension trust investment purposes. 

Also, if yield differentials are adequate, experience shows that a 
portfolio of lesser quality corporate bonds will make a good showing 
over a period of years. However, in order to equalize investment 
experience it is necessary to accumulate a reserve for losses out of 
income. In the case of preferred and common stocks, a somewhat 
similar problem arises. Capital gains accumulated in a long period 
of rising stock prices, as well as a portion of the income in excess 
of corporate bond yields, ought to be available as a reserve. In prac- 
tice, however, the only kind of an investment experience reserve 
or cushion which can be accumulated is in the form of unrealized 
appreciation in the portfolio. This does not mean, of course, that a 
general reserve for the fund cannot be created by conservative in- 
terest and mortality assumptions. 


Types oF INVESTMENTS MADE By PENSION TRUSTs 


There is nothing fixed about the pattern of pension trust invest- 
ments. There are no general legal restrictions; each trust agreement 
can incorporate its own kinds of investment provisions and can be 
amended to suit changing conditions. The attitude of the individual 
company is most important in establishing broad policies for its fund. 
One of the great advantages of these funds is their flexibility and 
the possibilities which exist for changing policies radically in the light 
of new opportunities, yield relationships, and the supply situation for 
various types of securities. In most funds, there is no need for liquid- 
ity. There is no problem of publishing a balance sheet or showing 
a certain surplus position on a specified date. The emphasis is much 
less on the results for a single year and much more on experience 
during the life of the fund. This means that true long-range objec- 
tives can be pursued without any great attention being paid to tem- 
porary market conditions. 

As a consequence of accounting and reserve considerations, how- 
ever, many companies prefer to have stability and regularity of 
income emphasized in their pension trusts even though this policy 
may involve accepting a lower rate of return. The proportion of 
common stocks, for example, may be set at a lower figure for this 
reason. It is also highly desirable to avoid the effects of unfortunate 
timing by distributing new investments over sufficiently long periods 
of time to afford opportunities to make commitments under diverse 
economic conditions. This latter objective is comparatively easy to 
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accomplish because the flow of new money facilitates orderly port- 
folio adjustments. 

Although there are no statistics on how pension trusts are being 
invested, it is a fair generalization to state that the bulk of the 
funds are going into corporate bonds, preferred stocks, and common 
stocks of high average quality. In our own investing activities, we 
think in terms of 70 per cent to 75 per cent in bonds and 25 per cent 
to 30 per cent in common stocks. It has been said that the typical 
pension trust diversification shows 60 per cent in bonds, largely cor- 
porate obligations, 15 per cent in preferred stocks, and 25 per cent 
in common stocks. Real estate mortgages are a negligible factor. A 
portion of the common stock portfolio, it is said, is usually devoted 
to defensive type equities such as bank, insurance, and public util- 
ity operating company stocks. There are no statistics to support this 
statement of typical diversification, and I suspect that it may be 
more of a theoretical pattern than a representation of the most fre- 
quently adopted investment program. Some funds are now investing 
a higher proportion of their current additions in common stocks, 
but others are waiting for lower prices, and some very important 
trusts exclude equities from their authorized fields of investment. 

There are a few cases where a radically different investment policy 
is pursued, such as heavy investments in individual enterprises, 
large use of sale-leaseback arrangements, oil production royalty 
agreements, etc., but the bulk of the funds invested undoubtedly are 
in the field of corporate securities. The tendency has been for com- 
panies to avoid investments in their own securities partly as a matter 
of sound financial policy and partly because the Treasury Depart- 
ment has imposed certain requirements on the investment in such 
securities. It is clearly intended that a company’s pension fund shall 
not serve as a captive source of new capital for its operations. 

Currently equity securities, including both preferred and common 
stocks, represent not more than one-quarter or one-third of net new 
corporate issues. In all probability, pension trusts directly and in- 
directly are supplying somewhat less than this proportion of the 
new equity capital and are acquiring relatively more of the corporate 
debt. We estimate that during the current year common stock pur- 
chases may have been in the neighborhood of $200 million, which 
would approximate one-sixth of the net additions to trusteed plans. 
The stocks purchased in the great majority of cases are, of course, 
those which are commonly accepted as “prudent man” issues. These 
are shares of companies having established positions in their indus- 
tries and records of fairly regular earnings and dividends. There 
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are not excluded, of course, relatively new companies which have 
demonstrated their ability to compete successfully, nor are strong 
companies excluded simply because their securities are reaching 
public markets for the first time. 

Some interesting and difficult problems arise in making individual 
stock selections. Current income is quite a factor in helping the 
fund to grow during the accumulation period, but it is shortsighted 
to be so insistent on immediate return that attractive growth situa- 
tions are ignored simply because the dividend outlook is not very 
rewarding for a few years. A thoughtful appraisal of industry char- 
acteristics, management, and research programs is essential. Close 
supervision is also required to detect basic changes. These aspects 
of investment analysis are not peculiar to pension trusts; but the 
rewards for good selection are great because both principal and in- 
come count in the results and because experience is sufficiently pro- 
longed to give a full reflection of the judgment and skill applied. 

In the bond category, there is also a tendency to acquire the obli- 
gations of strong companies with established records of perform- 
ance. Pension trusts join with life insurance companies on large 
direct placements and make many direct long-term loans by them- 
selves. In general, the pension trustee prefers to have at least one 
partner in these direct placements in order to provide some external 
evidence that the terms are in line with existing market conditions. 
The principal reason why direct loans to enterprises of modest re- 
sources are not attempted is because of the previously mentioned 
difficulty of equalizing investment experience through the use of 
appropriate provision for losses from the higher rate of return ob- 
tainable. This kind of activity may develop, however, because for 
the first time in more than a decade the pattern of yields gives some 
real reflection of differentials in marketability and credit standing. 
During the period of extremely easy money there was little incentive 
or reward for undertaking additional supervisory costs and credit 
risks for the nominal yield differential which existed. 


THE IMPACT OF PENSION TRUST ACTIVITIES ON 
THE CAPITAL MARKETS 


Pension trusts do not adopt rigid diversification programs requir- 
ing set proportions of the bond account to be represented by govern- 
ment, public utility, railroad, and industrial issues. There is a tend- 
ency for funds to flow where the demand is greatest, provided, of 
course, quality is satisfactory. In this sense, pension trusts can be 
considered an equalizing factor in the capital markets. This can be 
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illustrated from the experience of the past decade. During the war 
years when corporate bond yields were comparatively low, purchases 
of United States Government bonds were most important. Public 
utility and industrial bonds became the principal outlet for funds 
in the early postwar period as the volume of new offerings expanded 
rapidly. In recent years, purchases of common stocks have become 
much more substantial in view of the higher return available. Pen- 
sion trusts are undoubtedly also a factor in the current favorable 
market for convertible preferred issues. 

Thus, we can observe the natural tendency for new money to be 
put to work where the values seem most attractive for long-term 
investment. Does this mean that there will be greater stability in 
the prices of common stocks? My answer is affirmative for a term 
of years but not necessarily for short periods of time. 

Because of their rapid rate of growth and because of the desire to 
avoid bad timing in such investments, many pension trusts make use 
of the dollar-averaging principle in acquiring common stocks. By 
budgeting a fixed amount from contribution for weekly, monthly, 
or quarterly purchases, the trustee is assured of making his invest- 
ments in all phases of the market. In most cases, this kind of a 
program provides for the possibility of discontinuing purchases if 
the rate of return becomes materially less attractive. On the other 
hand, if prices should decline materially, the amount appropriated 
for stock purchases is likely to be increased. Thus we have a modest 
contribution to stability in market prices. 

It is evident, however, that pension trusts will not be much of a 
factor in short swings in the market nor in intermediate advances 
or declines in prices. Major revisions in policy are not made in haste 
or just because the market has a sinking spell of a few days or even 
weeks. Also, pension trusts may be sellers at times as well as buyers. 
This would be especially true if there should appear to be in pros- 
pect a serious deterioration in the profit position of business. 

It is sometimes asserted that the concentrated buying of seasoned 
equities by pension trusts will gradually drive up prices to a point 
where they will no longer provide adequate yields. Furthermore, it 
is argued, the new issue market will become favorable only to these 
well-established companies. Such statements, it seems to me, result 
from an incomplete analysis, ignoring what may happen to the funds 
received by those who sell stocks to pension trusts. Presumably the 
former holders, on balance, invest in other equities of lesser quality 
or personal businesses of one kind or another. It should be borne in 
mind that it is immaterial at what point an addition is made to the 
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stream of equity capital in so far as measurement of the aggregate 
supply is concerned. If that stream is free to flow in all directions, 
it is not too important whether the funds are added with a “venture 
capital” or a “prudent man” label. 

It is sometimes argued that this is an interesting theory which 
does not work in practice. At times, this opposite conclusion cannot 
be refuted. However, the implications are not that pension funds 
fail to contribute to the equity market, but that attractive reinvest- 
ment opportunities are not afforded those who make the sales. The 
reasons may have their origin in an unfavorable economic outlook 
or they may be traceable to the poorly conceived tax structure under 
which business operates. 

A fair case can be made for changes in the types of securities 
offered to institutional investors such as pension trustees who have 
no tax problem and who are interested in maximizing a relatively 
stable income. Individuals, on the other hand, have less interest in 
income and more in capital gains which are taxed at lower rates. 
Within the limits of sound financial practice, it can be argued that 
more leverage should be introduced into the equity capitalizations 
of many companies. The use of convertible preferred stocks does 
this, of course, in one way. Another device would be to revive the 
simple type of Class “‘A”’ stock which enjoyed a preference as to divi- 
dends up to a certain amount, after which it shared with the Class 
“B” common stock. The availability of such a senior participating 
equity might broaden the list of companies in which institutional 
investors would be actively interested. The history of corporation 
finance is replete with illustrations of how securities have been tai- 
lored to meet the needs of different holders. 


FINANCING THE FEDERAL GOVERNMENT 


At the present time, we are apt to think only about pension 
funds making a selection from the great abundance of corporate 
securities available because of the existence of peak demands for 
private capital. What will be the situation when the demand for 
funds is considerably less active? The volume of state and local 
financing, reverve and authority issues, and public housing bonds 
could provide a very substantial offset to the decline in corporate 
borrowing, but this would involve a major adjustment in yields since 
tax exemption is of no value to pension trusts. On the other hand, 
the security provided by such issues is attractive and the absence of 
early call dates in most cases is a desirable feature. 

Obligations of the federal government, however, are likely to be 
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a major outlet for funds under depressed conditions in the field of 
capital investment. If the budget should be balanced on a cash basis, 
the Treasury would be afforded an opportunity to refund short-term 
paper held by the commercial banking system. If a deficit should 
exist, on the other hand, the Treasury could raise long-term funds 
readily from pension trusts and other savings institutions. In both 
cases, the financing would be anti-infiationary but at a time when 
presumably inflation would be among the least serious causes for 
concern. One possibility would be to discontinue the promotion of 
savings bond sales to small investors, although it is doubtful that 
such a step would be taken. 

That pension trust operations may not be very helpful to the 
Treasury in its debt management problems is being illustrated at the 
present time. In the presence of inflationary tendencies in the econ- 
omy, it would be most desirable to place bonds with non-bank 
investors, but alternative investment opportunities in corporate se- 
curities are much too attractive and net purchases of governments, if 
any, are likely to be of nominal proportions in 1952. This situation 
will change, of course, if private demands for funds decline late next 
year or in subsequent months. 

The influence of the growth in pension trusts upon debt manage- 
ment problems is, however, not particularly germane to this discus- 
sion.’ The extent of investments in government securities is more 
significant in its bearing upon the rate of return which can be 
earned. The question is still raised from time to time whether the 
growth in these funds will be so rapid as to outrun private invest- 
ment opportunities. If this should happen, it is argued, the declining 
interest rate would increase the pension reserves required and fur- 
ther augment the flow of funds into the capital markets. 

Actually, this is not a serious problem because the magnitudes 
involved are merely substantial and not astronomical. It is evident 
that the tremendous public debt provides much more than enough 
elasticity to the capital markets. On the whole, the situation is 
basically healthy. Another important type of institution has been de- 
veloped for the purpose of gathering funds and channeling them into 
the development and expansion of trade and industry. The structure 
of rates offers a premium and an incentive for taking some risks in 
financing private corporations. We can all recognize this as the effec- 
tive way to cultivate the path of progress toward an ever rising 
standard of living. 

1. For a discussion of this subject, see the writer’s “Federal Debt Management and 


the Institutional Investor,” Law and Contemporary Problems (Duke University, 
January, 1952). 





EFFECT ON THE ECONOMY OF CHANNELING SAVINGS 
THROUGH PENSION FUNDS 


Harry G. GUTHMANN 
Northwestern University 


UNLIKE THE PRECEDING PAPER by Mr. Murray devoted to the 
investment aspects of pension funds, this paper is necessarily specu- 
lative in character. While pension funds are only recently an im- 
portant investment market factor, investment policy is already being 
shaped in practice. Mr. Murray, associated with a leading institu- 
tion in this field, is in a strategic position to indicate these develop- 
ing policies, even though they may change as time passes. Only a 
person endowed with second sight, however, could speak with any 
certainty as to the effects these funds as channeled through pension 
funds will have upon the economy. It is hoped that a general dis- 
claimer at this point of any such pretensions will be regarded as an 
advance apology for any too dogmatic statements or too venture- 
some guesses that may follow. 


RELATIVE IMPORTANCE OF PENSION FUNDS 


For convenience, let us divide this discussion arbitrarily into 
effects that impinge on the investment markets and those which 
concern the general economy even though the two are actually inter- 
mingled. The creation of private pension funds means that the in- 
vestment markets are now to receive an inflow of funds that is made 
regular by long-term contractual arrangements. Such a flow is likely 
to be much more regular from year to year than ordinary private 
savings by individuals which can and do fluctuate greatly. This regu- 
larity of flow into pension funds bears a family resemblance to that 
of the life insurance companies, which is similarly conditioned by 
long-term policy contracts. Mr. Murray in his paper estimates the 
probable annual flow of pension reserve money at $1,800 million, 
with perhaps $1 billion going into trusteed funds and the balance to 
the life insurance companies. He also notes these figures may run 
15 to 20 per cent higher under current conditions. These amounts 
may be compared for significance with the recent annual growth of 
life insurance company assets, including reserves for annuities un- 
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der pension plans, of somewhat over $4 billion, perhaps as much as 
$4.5 billion in 1951. It is apparent that after allowing for the pen- 
sion fund factor in the life insurance business, pension money prob- 
ably contributes more than half as much as private life insurance 
to the flow of institutional money into investment channels and so 
ranks as a major factor in the investment markets. Some idea of 
the investment impact of fully funded pension plans can be had by 
turning to the huge figures that have sometimes been calculated as 
necessary were the federal Old Age and Survivors Insurance to be 
fully funded. As it is, its “reserve,” which represents no attempt at 
funding, had mounted to $14.3 billion on June 30, 1951. To take 
a more modest example, the Teachers Insurance and Annuity Asso- 
ciation, serving the annuity needs of only some seventy thousand 
college employees, has in a single generation accumulated assets of 
close to a third of a billion and become one of the country’s thirty 
largest companies on the basis of assets. (Its reserves are predomi- 
nantly annuity rather than insurance reserves. ) 

Mutual savings banks are expected to add about $1 billion to their 
assets this year, and savings and loan associations may add $1,800 to 
$1,900 million. Formerly, with the instalment share the only form of 
savings and loan obligation, their receipts probably tended toward 
greater regularity than they do today. With the increasing tendency 
among savers over the past three decades to use these associations 
more and more like savings banks, greater fluctuations are to be 
expected.’ 

The relatively inelastic flow of funds from life insurance and 
pension funds into the investment markets means that the supply 
of savings adjusts less readily to the widely changing demands of 
borrowing which go up and down with the business cycle. During 
the depression of the 1930’s, private debt largely in the form of 
corporation bonds and real estate mortgages actually contracted. 
This phenomenon is of importance to those concerned with the level 
of long-term interest rates and with the adequacy of the supply of 
bonds and mortgages suitable for institutions seeking debt invest- 
ments in the years ahead. 


1. Net changes in savings through savings and loan associations and mutual savings 
banks by quarterly periods: 


(In Millions 1949 1950 1951 

of Dollars) 3d 4th 1st 2d 3d 4th ist 2d 
Savings & loan.... 184 425 448 491 —4 553 306 620 
Savings banks .... 168 213 387 263 —s50 140 80 290 


Sources: Home Loan Bank Board and Federal Reserve Board. 
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SAVINGS AND INFLATION 


We haye been passing through a postwar boom of the first magni- 
tude. Yet during this period our investment markets were able to 
absorb large debt offerings without any important expansion of our 
demand deposits until after Korea. Such a high level of savings has 
significance for both the present problem of inflation and the future 
of the investment markets not only during the next few years of 
defense build-up but in the longer term to follow. 

As we look back over the past decade, it can be seen that the 
price inflation which followed World War II represented an ad- 
justment of the price level up to the money supply created during 
the war years. During this war, the price level was held down by 
price controls and a willingness to save in the form of currency and 
demand deposits sums which would later be spent, especially for 
consumers’ durable goods. That postwar prices rose so much less 
than did the monetary supply can be attributed to a variety of fac- 
tors, but two of major importance were the extraordinary rise of 
industrial production over previous peacetime levels and a large 
volume of saving. Savings were sufficient during the postwar years 
to care for heavy investment demands without causing substantial 
bank credit expansion to be reflected in demand deposits. During 
the four war years 1942-45 (adjusted) demand deposits rose from 
$39 to $76 billion and moved up to $83 billion in 1946, but stood at 
only $86 billion three years later at the end of 1949.” Not until Ko- 
rea did a sizeable upturn occur which brought deposits up to $92 
billion at the end of 1950 with almost half of the rise canceled in 
the ensuing half-year and then a return to the old high in the space 
of a few months. 

Such figures are suggestive. The mere extension of recent savings 
rates during the next few years could care for the financing of an 
$8 to $12 billion government deficit without reliance upon bank 
credit expansion provided that the extremely high current level of 
residential construction and corporate plant expansion is cut back 
to a normal level. The former has been running at a rate of $11 
billion and the latter at $25 billion in 1951 in contrast to $8.5 and 
$19 billion, respectively, even in the very prosperous 1948.* Some 
decline from these levels would be expected shortly even without 
credit restraints or material shortages. 


2. Federal Reserve Bulletin (November, 1951), p. 1388. 
3. Survey of Current Business (August, 1951), p. 23; (September, 1951), p. 6; 
(November, 1951), p. 6. 
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INVESTMENT PROBLEMS AHEAD 


But what do these data on the postwar investment markets and 
savings suggest for the longer term? If we could finance a postwar 
boom with so little reliance upon bank credit expansion, it would 
strongly suggest that any credit tightening such as has been wit- 
nessed since Korea is likely to be a temporary rather than a long- 
term phenomenon. 

In passing, it may be suggested that in both business and govern- 
ment circles too much has been made of the analogy between condi- 
tions in World War II and those at present, and there has been too 
little analysis of the important differences in the magnitude and 
probable impact of the two defense efforts. During the former period 
defense expenditures mounted to over 40 per cent of the gross 
national product; at the peak of the present effort in 1953, such 
expenditures are expected to be in the neighborhood of but 18 per 
cent of the gross national product. With tax rates running at close to 
the war level, a much lower level of savings should be sufficient to 
close the inflationary gap. 

As for the current plans of business and government to build up 
an industrial capacity that will supply both guns and butter, one 
wonders if the mistake has not been made of projecting the boom 
demand for goods, especially durable goods, of the postwar years 
as a measure of normal growth trend for the future. This cyclical 
expansion fed upon the accumulated needs built up not only during 
the war years but also during the preceding decade of depression. 
After such a tremendous outpouring of houses and consumers’ dura- 
ble goods, as well as expansion of plants to produce them, one won- 
ders if the longer-term normal level of production is not almost cer- 
tain to be considerably lower. After such a large expansion of indus- 
trial and utility plant as has been witnessed to date and is still going 
on, the question arises as to whether the outlook for producers’ 
durable goods after 1955 can be anything like that after 1945. 

The foregoing recital is for the purpose of underlining the invest- 
ment problem which such an important institutional instrument for 
saving as the pension funds may be faced with when added to life 
insurance savings during the years ahead. It is not unlikely that 
institutional savings are being created that may give rise to invest- 
ment problems of the first magnitude. 


PENSION FUNDS AND THE STOCK MARKET 


A special question on the investment side of the pension funds 
is their impact upon the stock market. For reasons that are given 
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in Mr. Murray’s paper, the trustee-administered funds are expected 
to invest in common stocks as well as debt investments. This policy 
is in contrast to that of the major thrift institutions. The commer- 
cial and mutual savings banks and the savings and loan associations 
have typically avoided equity investments. Life insurance compa- 
nies have as a group held about 1 per cent of their assets in common 
stocks. In spite of the greater freedom to make such commitments 
under recent legislation, notably in New York state, more substan- 
tial purchases are doubtful because of the need to avoid the risk of 
market price fluctuations that could rapidly impair their very mod- 
est surpluses. On the other hand, Mr. Murray makes a rough esti- 
mate of the annual common stock purchases of the trusteed pension 
funds as currently around $200 million, or about 17 per cent of the 
funds they are receiving. Should the inflow of funds be increased by 
corporations anxious to fund past-service benefits during the present 
period of excess profits taxes and good earnings, these figures might 
well be larger. (In contrast, the total accumulated common stock 
holdings of life insurance companies amounted to only about $600 
million at the end of 1950.*) 

While the $200 million figure falls short of the close to $300 mil- 
lion estimate of net sales of open-end investment trust shares for the 
year 1951, both represent important and relatively new sources of 
stock market money.*® Here we find two institutional sources of 
equity funds, both young and vigorously growing. Like the thrift 
institutions which invest in debt, they probably derive their funds 
more largely from the middle and lower income groups rather than 
from the wealthy. The amounts just mentioned appear relatively 
small but that they are not unimportant can be seen by comparison 
with the amount of new common stock offerings, which have run 
from $600 to $900 million annually in the postwar years. The expla- 
nation of these small flotations is that the great bulk of new equity 
capital is derived from retained earnings rather than from new 
issues. The stock market serves as the cashier’s window at which 
the owner of such funds may make his withdrawal. Another reason 
why such figures appear small, is the huge rise in the federal debt, 
which has come to occupy an overshadowing position in the world 
of investment. This civil debt explains in large part why the total 
value of all listed stocks amounts to but one-sixth of the total invest- 
ments available in the form of bonds and mortgages. 


4. Life Insurance Fact Book (1951), p. 68. 

5. For a fuller discussion of this situation see Harry G. Guthmann, “Institutional 
Investment and the Problem of Equity Financing,” Law and Contemporary Problems 
(January, 1952). 
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The influence which pension funds and investment companies will 
have upon the stock market cannot be satisfactorily measured by 
their ratio to the grand total of stock values. Their importance will 
be a matter of the relation of such buying to the volume of selling 
of those who use the stock market to cash in their holdings and 
wish to withdraw during a given period. While only future experi- 
ence can tell the extent of this new influence, certain points may be 
noted. The stock market is unlike most markets which the econo- 
mist is called upon to study in that there is only a relatively small 
amount added to supply by ‘“‘new production.” The supply consists 
chiefly of “‘second-hand” goods. Moreover, these goods do not auto- 
matically wear out with age. On the contrary, shares of stock, like 
antiques and vintage wines, may increase in value through aging. 
Seasoning of common stocks often improves their investment rating 
and value. Another major persistent force tending to enhance share 
values is growth from the profitable reinvestment of earnings. 

Whatever influence pension-fund buying has upon the stock mar- 
ket, its character is likely to have an “institutional” flavor: (1) such 
buying is more likely to be “for keeps,” that is, for fairly perma- 
nent rather than short-term, or speculative, holding; (2) it is likely 
to be concentrated in the “heirloom” stocks, that is, those with a 
long and respectable dividend history; and (3) it is likely to be 
persistent through time rather than intermittent and sporadic. Buy- 
ing of this sort would be expected to improve market stability and 
the quality of the valuation judgments expressed by the stock mar- 
ket. When commitments are made for the long pull and by well- 
informed buyers, market prices are more likely to be sound than 
when the buying and selling originates from unskilful speculators 
and investors. Presently exempt from income taxation, the pension 
funds are free to take capital gains without penalty and can shift 
from stocks they regard as overvalued to those undervalued, there- 
by serving a valuable market function. The conservatism and inertia 
sometimes associated with the trustee function, as well as a bias 
against “speculative” activities, might, of course, militate against 
their engaging in such activities. Their long experience in bond in- 
vestment makes this position natural. However, their advantage 
under present tax laws over either the individual or the investment 
company is important. 

In the past the institutional trustee has been largely spared the 
pitiless spotlight of publicity which covers investment company 
activities. This will doubtless continue. But when managing pension 
funds for large corporations, the work of the trustee is likely to re- 
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ceive searching scrutiny. Such scrutiny calls for an active invest- 
ment policy and should mean increased consideration to the shifting 
market currents created by industry and cyclical changes. Whether 
more dynamic investment policies will follow or will be more profit- 
able remains to be seen. 


FORMULA PLANS 


Some expect that with their strong tradition against “speculation” 
(in the sense of buying and selling to realize price appreciation), 
pension trustees may adopt the “dollar-averaging” plan of investing 
in common stocks. Those familiar with investment formula plans 
will recognize this as simply the idea of investing equal dollar 
amounts in common stocks each year. Whether begun in a bull or a 
bear market, such a plan results in the fund holding stocks at aver- 
age prices after a period of time. If the upward secular trend of 
common stock prices shown by stock price indexes continues, a fund 
accumulated over the long term in this manner would gradually rise 
in value regardless of intermediate cyclical fluctuations. 

Sometimes the point is overlooked that even though equal annual 
investment is planned, the ability of the corporation to pay varies, 
and so the actual contributions to the pension fund are almost cer- 
tain to fluctuate with the cycle and the price level. Payments are 
often arranged to fluctuate with payroll. Only if the trustees of a 
fund are willing to vary the proportions of stocks and bonds in the 
fund, can the annual investment in common stocks be made a con- 
stant sum. Since the bulk of pension funds are to be invested in 
bonds, such variable proportions are possible. Whether or not trus- 
tees will go one step farther and attempt to vary the proportions 
on the basis of some further formula, such as the constant-bond- 
- stock-ratio plan or some sliding scale plan, so as to try to take ad- 
vantage of cyclical movements in the stock market remains to be 
seen. Some are likely to condemn any such policy as speculative. 
The desire to improve performance and yield will, however, provide 
a strong incentive to some experimentation with formula plans. Any 
additional gains will reduce the cost of pensions to the fortunate 
corporation. Differences in yield even in the debt field can make a 
large difference in pension costs over a period of time. 


OTHER PENSION FUND FACTORS 


Two other factors besides investment yields that determine the 
costs of pensions are the longevity of pensioners and the age of re- 
tirement. Closely related is the matter of labor turnover. Those 
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interested in annuities know of the substantial rise in the cost of an 
annuity since the 1920’s as the result of declining interest rates and 
increasing longevity. The latter factor is expected to continue to 
operate as medical science progresses. But just as medical advances 
prolong life, they also improve the health of older people and make 
their retirement at an arbitrary age, such as 65, seem less logical. 
The matter is likely to receive increasing attention. Postponement 
of pensions for even a few years can make a large percentage differ- 
ence in pension liability since life expectancy declines rapidly at 
these higher ages.° 

While private pensions and federal Old Age and Survivors Insur- 
ance are not strictly comparable, it is interesting to note that fol- 
lowing the war the average retirement age of men at which OASI 
benefits have been initiated has been 68.5’ This figure could either 
reflect a retirement age later than 65 for some, or the possibility of 
those retired from their regular job obtaining “covered” employ- 
ment elsewhere which made them ineligible for OASI. Various other 
influences tending to postpone retirement have existed such as a 
high rate of employment, a low scale of benefits, and a rising cost 
of living that further reduced the purchasing power of those bene- 
fits. Depression and unemployment might well lower the age of re- 
tirement, thereby affecting both OASI and private pension funds. 

Because the employee often loses his accrued benefits under a 
private pension plan when he leaves his job, labor turnover can 
change pension liabilities considerably. However, the influence of 
pensions in reducing turnover may have been exaggerated. Most 
turnover is among younger employees who are still unlikely to be 
influenced by a distant pension. As age and seniority on the job in- 
crease, turnover diminishes greatly even in the absence of pensions. 

When a person changes his job in later years his need for old-age 
provision does not suddenly decline. For such persons a non-vested 
pension plan can work hardships. Vesting, on the other hand, would 
increase pension costs for the corporation. Since the hardship affects 
only a minority, it is a question as to how much attention it will re- 
ceive from either the unions or the corporation. A few have already 


6. In a report on “Academic Retirement and Related Subjects” by a joint committee 
of the American Association of University Professors and the Association of American 
Colleges it is stated that where a teacher continues to work after 65 “in a contributory 
retirement plan the additional contributions, the interest accumulations, and the lower- 
ing rates for the purchase of annuities usualiy combine to increase the retirement 
annuity by about to per cent for each additional year of service” (AAUP Bulletin 
[Spring, 1950], p. 105). 

7. Robert J. Myers, “Retirement Age under Old-Age Insurance,” American Economic 
Security, VIII (September-October, 19§1), 37-42. 
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gone into the matter. Nevertheless, since labor mobility is socially 
valuable, it is to be hoped that the problem will be studied thor- 
oughly. In this respect, the fully vested annuity policies of college 
teachers under the Teachers Insurance and Annuity Association 
set up over three decades ago recognized both the problem of equity 
to the employee changing his job and the desirability of mobility 
to the academic community. 

One further factor may cause the influences of pension funds 
upon the investment market to differ somewhat from that of life in- 
surance and ordinary annuities. Most of the pension funds are yet 
not fully funded, that is, they have not as yet had time to accumu- 
late a fund sufficient to care for that part of their liability resulting 
from the employment of the past. Discussion up to this point has 
tacitly assumed a gradual growth as funds grew up to this aggregate 
liability. After that the aggregate funds would tend to level out. 
Actually, two variations from this generalized picture are likely to 
occur. The first, already mentioned briefly, is the substantial effort 
by some corporations to use the present period of high taxes and 
good earnings to catch up. The corporation is permitted to deduct 
for tax purposes contributions to the pension reserve funds up to 
one-tenth of the deficiency in any single year. Such a measure has 
the desirable economic effect during the present period of increasing 
savings and reducing the inflationary hazard by so much. On the 
other hand, if depression should come while corporate liabilities 
were still only partially funded, a resultant shrinkage of income or 
increase in annuity burdens from earlier retirement could impose 
a load upon the fund which would reduce the net cash inflow and 
possibly some reserves. Such a situation would parallel that fore- 
seen by some for the OASI which makes no attempt at funding but 
has nevertheless accumulated some reserves. During the past six 
fiscal years, June 30, 1945-51, the OASI investments have grown 
from $6.6 to $14.3 billion, accounting for one-half of the $15.4 
billion increase in federal trust account investments, and therefore 
have been a useful anti-inflationary instrument. It is expected that 
such funds would reverse their flow and be an anti-deflationary 
factor in any period of depression and unemployment by transfer- 
ring so much federal debt to the banks if put in suitable maturities. 

Lack of time will not permit further discussion of investment 
market effects. Certain subsidiary items are, however, likely to be- 
come of interest. For example, in corporate mergers the relative 
adequacy with which the parties have provided for past service 
benefits in their pension funds should be significant. The size of a 
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company’s pension fund relative to its accrued liability, the age dis- 
tribution of its employees, and the burden of pension contributions 
it has to include in costs, all become pertinent data in setting up a 
merger plan. Similarly, in analyzing corporate securities, accrued 
pension liabilities and provision for them thrqugh accumulated funds 
will demand attention. Few realize the large sums which may be in- 
volved.° 
PENSIONS AND THE ECONOMY 


We turn now from the effects of the pension funds upon the in- 
vestment markets to the broader consequences for the economy 
generally. Are there any problems or hazards in channeling savings 
through pension funds in the manner and on the scale contemplated? 
There are many questions in the field of pension philosophy that 
fall outside of the scope of our discussion of funds, which must be 
ignored here even though they will have a large effect upon fund 
policy and their impact. How, for example, are pension funds likely 
to affect the employment of older workers and the mobility of labor 
generally? How wise is it to retire hale and hearty persons who find 
important satisfactions in continued useful employment? How sound 
is any scheme which contemplates supporting such a large fraction 
of the adult population in retirement with their longevity continuing 
to increase? And, even if it is granted that our pension and retire- 
ment plans are sensible and feasible for an economy as productive 


8. Thus far accounting discussion has been largely devoted to what accounting 
periods should be charged with actual outlays for pensions for past services, little to 
the actuarial liability incurred but not yet cared for. See the American Institute of 
Accountants research bulletin (No. 36, Nov., 1948) on “Accounting for Annuity Costs 
Based on Past Services” and B. Bernard Greidinger, Preparation and Certification of 
Financial Statements, pp. 135-137, 269-272 (New York: Ronald Press Co., 1950). 

Under Regulation S-X, the Securities and Exchange Commission provides in Rule 
3-19 (e) with respect to pension and retirement plans that (1) a brief description of 
the essential provisions of any employee pension or retirement plan shall be given; 
(2) the estimated annual cost of the plan shall be stated; and (3) if a plan has not 
been funded or otherwise provided for, the estimated amount that would be necessary 
to fund or otherwise provide for the past service cost of the plan shall be disclosed. 
Nevertheless, Earle C. King, chief accountant of the Commission, in an address before 
the Virginia Society of Public Accountants (September 5, 1947) stated that “in the 
absence of a clear-cut legal liability we have not, as a matter of policy, insisted upon 
the showing of an actuarially determined liability for the accruing pensions” and that 
a clear footnote explanation is accepted. He points out that a corporate management 
expecting to remain in business and enjoy good labor relations is not likely to abandon 
a pension plan. Nevertheless, the Granite City Steel Company in its prospectus (No- 
vember 27, 1951) states in a balance sheet footnote: “There is no commitment to fund 
any of these obligations, and accordingly there is no liability for funding the plan with 
respect to past services, and therefore no estimate of the cost thereof is made.” The 
more common practice seems to be to report an estimate of actuarial liability for past 
services not funded, as in the prospectuses of the Beneficial Industrial Loan Corpora- 
tion (February 24, 1949), Gerber Products Company (March 29, 1950), Sharon Steel 
Corporation (October 29, 1951), and S. S. White Dental Manufacturing Company 
(April 24, 1950). 
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and wealthy as ours, what is the most desirable division of pension 
burden between federal tax supported and privately administered 
plans, and as between funded, unfunded, and partially funded plans? 

Even some of the central investment and economic questions must 
be passed over as outside the boundaries of our topic. For example, 
pension rights are almost invariably stated in terms of a fixed num- 
ber of dollars. They offer no adjustment for changes in the cost of 
living after retirement. Only a limited and indirect adjustment is 
provided in those plans which relate pension to the compensation 
in the final years of employment rather than to the average com- 
pensation over the whole period of employment or the amounts con- 
tributed to a fund. Where pension funds are invested in common 
stocks, the motivation is higher yield rather than adjusting pensions 
to the price level, since the contractual obligation is not altered 
either up or down by changes in the purchasing power of money. 
This is equally true for both annuity contracts of life insurance 
companies and for trustee-administered pension funds.* 

Only those questions related to the impact of savings channeled 
into the investment market through pension funds are considered 
here. At the outset it was suggested that these funds would be ex- 
pected to provide a substantial and relatively regular annual flow 
of funds into the market. Such a stream of money seeking invest- 
ment would raise the economic question made familiar by Keynes 
and his followers. May not savings tend under such arrangements 
to come to market more steadily than investment opportunities will 
arise? Any such tendency would tend to result in bank credit ex- 
pansion during boom periods because of the relative inadequacy of 
savings. During depression, on the other hand, a counter-tendency 
for savings to flow into currency and bank deposits might result 
because of a relative inadequacy of investment openings. In con- 
trast, individual savings if well distributed among the various in- 
come classes would tend to rise and fall in much closer step with 
good times and bad, and therefore with investment opportunity. 

This line of thinking runs in terms of the precedents of the older 
and now well-established pension funds of such companies as Ameri- 
can Telephone and Telegraph Company and Eastman Kodak Com- 
pany, which have very substantial reserves. Actually, many of the 


9. An exception must be made for the College Retirement Equities Fund, which 
the Teachers Insurance and Annuity Association plans to establish as an affiliated organi- 
zation in 1952. Its obligation to policy holders would depend upon the market value of 
its portfolio during the period of accumulation and a variable annuity would follow 
retirement for those sums placed in the Equities Find instead of in the annuities of 
the Insurance company. 
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newer funds may have undertaken such heavy obligations relative 
to contributions that they may prove to be little more than contin- 
gency reserves, after the manner of the OASI. How adequate such 
reserves may be will depend upon a number of factors; Perhaps a 
major one will be the length of time they are given to accumulate 
strength before meeting the hardships of depression and the suscep- 
tibility of the company and industry to cyclical fluctuations. Cer- 
tainly the presumption is strong that in industries like steel and 
automobile manufacturing large fluctuations will continue./ The 
stream of pensions kept steady by the backlog of older employees 
with seniority is likely to make the burden of pensions less variable 
than the fund receipts, Business asset totals look imposing to work- 
ers but those familiar with the financial side of business know how 
relatively small the fraction is which can be drained off by operating 
losses before liquidity vanishes and a business is brought to the edge 
of insolvency. 

Under such circumstances, it is clear that we cannot safely gener- 
alize about the cyclical shape of the savings stream through pension 
funds until fuller data are available./We cannot actually be sure 
whether their investment market influence will resemble more the 
institution of life insurance or the OASI as it is expected to operate, 
even though much of the previous discussion presumed that it would 
resemble life insurance the more. Probably that is the more common 
expectation. 


PENSIONS VERSUS OTHER SAVINGS AND INSURANCE 


Some speculation has existed as to whether pension funds would 
add to the volume of saving or merely replace individual thrift with 
an institutionalized channel. In view of the fact that private pension 
funds are generally a supplement to the basic OASI benefits, which 
may be thought of as covering the problem of the first $3,600 of 
income in covered empleyment, they provide retirement income 
chiefly for those in middle and upper wage and salary brackets. 
So many now fall in these brackets that it seems safe to guess that 
perhaps most of these made little or very inadequate provision for 
retirement in the past. Those in the very highest salary brackets 
have probably received pay increases that have fallen short of equal- 
ing cost-of-living increases in the past decade and most certainly 
have lost ground on the basis of net income after taxes.(For all save 
these last persons, whose statistical importance is uncertain, it seems 
likely that pension reserves represent additional indirect saving 
rather than merely a shift of saving into a new channel. T he wage 
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and salary earners constituting the great majority are very likely 
to save about as formerly for liquid reserves to care for emergency 
and short-term needs, for retiring home mortgage debt, and perhaps 
for life insurance.)They might, it is true, rely more upon OASI and 
private pensions for old-age provision and less upon life insurance 
with its substantial cash values. (Even in the ordinary life policy 
more than half of the net premium is “reserve,” or investment, 
rather than for current insurance protection.) The smaller premium 
for term insurance instead of endowment, limited payment, or even 
ordinary life would permit either additional coverage or spending in 
other directions.'? However logical such a change might seem with 
the rise of pensions, popular prejudice against policies on which 
“one has to die to win” and conventional patterns of insurance 
selling are likely to make any changes come slowly. Those inter- 
ested in this matter will watch for statistical trends in the distri- 
bution of policy types. 

The realization that most families are underinsured but could be 
more adequately covered by lower-rate policies might merit closer 
study by students of life insurance in view of the increasing security 
for old age. Should the mounting life insurance reserves augmented 
by pension reserves again create an investment problem for life in- 
surance companies, they would have an additional motive for re- 
ducing the inflow of savings. No economic imperative says the com- 
munity must go into debt to provide sufficient and satisfactory in- 
vestments even for such a worthy cause as life insurance. As the 
largest thrift institution and one which binds itself to accrue a fixed 
rate of interest for a long term of years, it has an extraordinarily 
large concern with the future of the interest rate and the adequacy 
of debt investment opportunities. 

Some have been inclined to attribute the low interest rate of re- 
cent years to the artificial Federal Reserve influences which have 
operated to the advantage of our chief borrower, the United States 
government. However, the ability of the investment markets to fi- 
nance so much of the postwar boom with but little recourse to bank 
credit expansion, suggests a long-term investment problem. The 
natural interest rate, that is, one at which borrowing would be re- 


10. In this connection, the Teachers Insurance and Annuity Association recognizing 
the growing protection in the reserves of its group annuities held by most of its policy- 
holders (the reserve going to their estate in the event of death during the period of 
accumulation before retirement) has vigorously promoted decreasing term insurance 
tailored to fit the changing protection needs of the family. Since that plan concentrates 
coverage in the early years of the family life when children are being reared, the largest 
coverage is bought in the vears in which insurance costs are very low. 
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stricted to the going supply of savings, may well be very close to the 
level actually experienced since 1945. 


INVESTING PENSION FUNDS DURING DEPRESSION 


But given the problem, can any constructive action be taken to 
increase investment opportunities during future periods of business 
depression? Of the three investment fields—business, real estate, 
and government loans—the first would seem the most unlikely to 
yield to cultivation or plan. Real estate and public works appear 
to offer greater hope for positive and constructive action. Because 
real estate is such a heavy user of capital funds, the field is one 
worth particular attention for private action. Because return on 
capital and depreciation are such large cost elements in providing 
housing, periods of low interest rates and low construction costs are 
a logical time for building such a long-lived investment. While a 
single swallow does not make a summer, the success of certain de- 
pression-born ventures, such as Metropolitan Life Insurance Com- 
pany’s Parkchester development and Marshall Field’s office building 
in the Chicago financial district, point to a type of venture deserv- 
ing careful study, Elsewhere I have suggested the arguments for 
considering real estate as a preferable form of investment to com- 
mon stocks for life insurance investment.’’ A lack of adequate pub- 
lished data on investment experience in this highly important field 
makes any firm conclusions extremely difficult. But those who ap- 
preciate the need for rental housing, the desirability of fostering 
private investment in that field, and the social and economic impli- 
cations of the related investment problem of the life insurance com- 
panies cannot but agree that the whole matter deserves the most 
thorough and penetrating study. A growing impetus appears behind 
certain types of public housing. Such housing saddles the taxpayer 
with subsidy payments, frightens the private investor with the threat 
of unfair competition, and requires existing real estate investors to 
bear a part of the costs of municipal services supplied to such public 
housing through a discriminatory real estate tax treatment. Such 
competition between public and private housing may frighten away 
as much as or more private capital than it attracts in the way of 
public funds. 

Equally paradoxical has been the stimulation of residential hous- 
ing construction by various governmental guaranties and credit 
during the postwar boom. It has run exactly counter to policy pro- 


11. R. E. Badger and H. G. Guthmann, Investment Principles and Practices (New 
York: Prentice-Hall, Inc., 4th edition, 1951), pp. 759-62. 
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posals of economists concerned with cyclical fluctuations. Such econ- 
omists instead of proposing to stimulate building at a time when 
the construction industries were running full tilt have called rather 
for restraint at such times. Proposals to plan during good times for 
public works and the stimulation of durable goods activity to be 
undertaken in depression have had wide attention at least since 
the report of the committee appointed by Secretary of Commerce 
Herbert Hoover after the President’s Conference on Unemploy- 
ment in 1921.’* Such proposals still remain to be implemented in 
spite of the lesson of the 1930’s that they cannot be successfully 
brought forward on short notice when unemployment actually 
strikes. Instead such substantial capital-using projects as the St. 
Lawrence waterway and a host of reclamation projects are advo- 
cated as “defense” measures and pushed at a time when men, ma- 
terials, and money are fully employed. Ordinary economic analysis 
suggests that such “roundabout production” devices are precisely 
the type which economic planning would schedule for periods when 
they would combat deflation and unemployment rather than when 
they will add to inflationary pressures. 

No attempt will be made here to discuss such planning. But to 
whatever extent additional funds are channeled into investment by 
pension funds, it becomes necessary to face the problem as to how 
they can be used fruitfully and with reasonable safety. For an insti- 
tution so charged with the public interest, measures for effective 
utilization are as important as the act of collection. A look at the 
longer range that rises above the day-to-day problems is indicated. 
Solutions should be sought to bring savings and investment into 
reasonable balance and devise a cyclical investment policy that will 
minimize economic dislocations and insecurity. 


PENSIONS AND THE NEW DISTRIBUTION OF PROPERTY 


In the development of pension funds, we are witnessing a revolu- 
tion in the capital markets. High personal income taxes and, to a 
lesser extent, gift, estate, and inheritance taxes are reducing the con- 
tribution of the higher income groups to the nation’s savings. At the 
same time the search for security has increased the share of lower 
income groups through thrift institutions and through pension sys- 
tems whether the latter are administered through trustees or life 


12. Business Cycles and Unemployment, a report and recommendation of a commit- 
tee by the President’s Conference on Unemployment, an investigation made under the 
auspices of the National Bureau of Economic Research, with a Foreword by Herbert 
Hoover (New York: McGraw-Hill Book Company, 1923). 
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insurance annuities. The shift in relative shares of disposable income 
has been rapidly achieved in less than a generation by changing 
income tax rates. The shift in the shares of invested property is less 
clearly known but is indicated as taking place though at a slower 
rate. The shift is re-enforced by such institutional devices as pen- 
sion funds and group life insurance. Individual investment at lower 
income levels has probably been stimulated by the growing tendency 
of looking forward to a period of retirement. ) 

The word “revolution” seems justified when we contemplate a so- 
ciety in which the dominant rentier class promises to consist largely 
of retired persons of moderate means. The term rentier should in- 
clude not only those who live on personally owned investments and 
pensions supported by investments but also those who receive pen- 
sions based directly upon taxes, as in the case of OASI. The lia- 
bility to pay Old Age and Survivors retirement allowances can be 
represented as a capital liability by the actuary just as readily as 
though it were so much bonds. 

With the shift of investment ownership to a wider base, institu- 
tionalization tends to take the place of direct individual investment. 
Indirect investment through an institution supplies the small in- 
vestor with diversification, professional management and freedom 
from care. The institution provides a channel for investments to 
reach a mass market. The process has already gone a long way in the 
field of debt investment. In the field of equity investment except for 
home ownership, the movement is as yet young. 


TRUSTEES AS STOCKHOLDERS 


What of the responsibilities of common stock ownership? Owners 
of debt investment can assume a relatively passive position. Owners 
of common stock must pursue a more active role if they are to fill 
their traditional economic function of selecting competent manage- 
ment and directing investment into economic channels. The weak- 
ness of the small stockholder has been noted in the literature of 
finance in recent years. Will the trustee as a common stockholder 
of greater importance act more vigorously? The institutional trus- 
tee might be regarded as unfitted for such activity by temperament 
and position: unfitted by temperament because of his conventional 
association with bond and mortgage investment and the commercial 
banking business; unfitted by position since a conservative financial 
institution might lose prestige or reputation if it should enter the 
conflicts over control or become the object of political attacks upon 
the “money power.” The lessons of the Armstrong Investigation of 
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Life Insurance Companies and the work of the Pujo investigation 
of 1912 are not forgotten by those who know their financial history. 

Fortunately the common stock investments of the trustee for pen- 
sion funds are likely to be in corporations with successful, smoothly 
running organizations. The managements of such major corpora- 
tions are likely to court rather than resist the comments and counsel 
of institutional investors, partly as a matter of public relations, 
partly to check their own ideas and policies with those who are 
likely to be well informed from industry studies and economic 
analysis, and partly because in an era when management lacks 
voting control it is wise to cultivate the ultimate repository of power 
before any storms threaten. Institutional stockholding may come 
to be sought as something in the nature of public recognition of 
successful management. 

SUMMARY 


In concluding this far-sweeping and highly speculative survey of 
probable effects and problems arising from the channeling of sub- 
stantial savings through pension funds, it is noted that more ques- 
tions have been raised than answered. A summary of the chief ques- 
tions discussed would be: 

1. Will this new flow of institutional money cause increased cycli- 
cal instability by setting up a steadier influx of savings than there 
will be investment opportunities suitable for their use? 

2. Do not these savings when added to existing savings already 
flowing through institutional channels, point to a continued low level 
of interest rates and a long-run problem in the high-grade debt 
market? 

3. Will the additional funds directed into the stock market make 
for a longer-run appraisal of corporate earning power and make for 
greater price stability over the cycle? 

4. Will the acquisition of common stocks by large institutional 
investors do anything to make the stockholder a more potent force 
in management selection and corporate policy? 

5. Is it possible that private planning in such a field as housing 
might discover investment opportunities which could be initiated 
during depression times when individual borrowers were loath or 
unable to act? 

6. Is it not possible that, without planning for depression expan- 
sion of private investment or public works, there will be a drift to 
government ownership in fields where the latter would be regarded 
as undesirable if decided on grounds of economic policy rather than 
political necessity? 
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Clearly more information is desirable and necessary if the magni- 
tude, position, influence, and effects of savings channeled through 
pension funds are to be properly evaluated. Those who are man- 
aging such funds occupy such a responsible position for the inter- 
ests of so many people and for such an important branch of business 
activity that they must be prepared to study the large over-all prob- 
lems where their operations mesh with the nation’s economic activi- 
ties. 








DISCUSSION 


RayMoND W. GOLDSMITH:* Professor Guthmann’s and Mr. Mur- 
ray’s papers, for all their informative analysis and their interesting 
suggestions, show only too clearly what at this moment is the great- 
est need in any discussion of the economics of pension funds—more 
basic factual information. 

We have here a financial institution which is growing at a rate of 
well over $1 billion a year and thus accounts for a not negligible 
proportion of the total saving in the American economy; with hold- 
ings approaching $10 billion; of immediate interest to millions of 
individuals; and constituting one of the most important and most 
rapidly growing factors in the capital market. Yet we are without 
comprehensive or authoritative information on even its basic facts 
of life. We do not know the total assets of independent pension 
funds; we have to rely on very rough estimates of the annual in- 
crease of these funds; we do not have the figures to evaluate their 
prospective growth; we ignore or we guess at the types of assets 
in which the funds are kept; and we are in the dark concerning the 
methods actually followed in building up these portfolios and adapt- 
ing them to the changing needs of the times. We also know very 
little, as might be said in passing since it does not directly bear on 
our discussion, how these funds are accounted for. A recent survey 
found that “the most conspicuous thing about accounting for pen- 
sion plans today is the fact that there is no uniformity of either de- 
termining the amount to be charged to the year, or the manner in 
which pension information shall be reported in the corporation’s 
annual report” and that “adequate explanations of the methods used 
to determine pension costs were given for less than half of the 260 
plans” studied.’ 

In this day and age such a complete blackout of information on 
an important group of financial organizations is certainly astound- 
ing, particularly when provision has been made for detailed pub- 
licity of organizations of much smaller size and with a smaller num- 
ber of interested individuals, such as investment companies, credit 
unions, and small loan companies. The situation is particularly 
anomalous when it is compared with that of pension funds adminis- 

*R. W. Goldsmith Associates, Inc., Washington, D.C. 


1. W. B. Ogden, “Survey of 260 Pension Plans Reveals Wide Variety of Accounting 
for Costs, Plus Some Hazards,” Journal of Accountancy (January, 1952) 
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tered by life insurance companies which are essentially similar to 
those managed by banks and trust companies or by non-professional 
trustees. In the case of pension funds administered by life insurance 
companies we know the total amounts in the funds and many other 
details. Since these funds are commingled with the other assets 
of life insurance companies we naturally cannot study the way 
in which they are invested, but we have detailed information on the 
assets of the companies of which they form part, not only as a na- 
tional total and for broad categories of assets but company by com- 
pany and security by security. There would seem to be no reason 
why what is sauce for a pension fund administered by a life insur- 
ance company should not also be sauce for one managed by a trust 
company or by non-professional trustees. Certainly the argument 
about the confidential nature of the trustee relationship will not 
hold. We do have information—though it is far from satisfactory— 
on the aggregate trust funds administered by national banks and by 
trust companies in a number of states. We also have information on 
at least one of the very largest independent trust funds, that of the 
Beli System, although it is less detailed than one might wish. The 
analogy appropriate to pension funds obviously is not the individual 
trust fund with one or a few beneficiaries, but the quasi-trustee re- 
lationship which is now generally acknowledged to exist between 
administrators of large aggregations of other peoples’ money and the 
numerous factual if not legal beneficiaries of such funds. 

I venture to suggest that the lack of information on pension funds 
which confronts us today is an interesting case of a “cultural lag.” 
Our organization is probably as much interested in this problem and 
as well qualified to do something about this lag as any other group. 
I therefore propose for consideration by the appropriate authorities 
formation of a committee to investigate the best way of attacking 
this problem. 

The first possibility obviously is voluntary action by the trustees 
and it is probably the most desirable approach. The minimum pro- 
gram would be an annual report on total assets and main types of 
investments; funds received and disbursed; and purchases and sales 
of securities. All information would be in the form of national aggre- 
gates distinguishing only between the few main types of funds, e.g., 
those administered by trust companies and those managed by non- 
professional trustees; those on the cash and the full funding princi- 
ple; those arising from collective bargaining and from unilateral 
employer action; and those of small and large size. 

In the absence of voluntary action, or supplementary to it, con- 
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sideration should be given to the assistance that can be obtained 
from federal and state agencies. The first possibility that comes to 
mind is an extension of the reporting system of the Bureau of In- 
ternal Revenue. This system, while comprehensive, has so far not 
made available any of the data which would be of primary interest 
to the economist and financial analyst, and has the further unavoid- 
able drawback of being several years late in the publication of re- 
sults. The Bureau’s files, however, contain much of these data and 
it is greatly to be hoped that the Bureau will find it possible to tabu- 
late and release this information. Obviously only national aggre- 
gates rather than data on individual plans could be expected, but 
appropriate classification of the funds could greatly increase the 
analytical value of the figures. 

Another possibility is the use by the Social Security Administra- 
tion or the Bureau of Labor Statistics of their contacts with, and 
reporting powers over, employers. A statistical inquiry of pension 
funds apparently has been under consideration in these quarters and 
may well provide a starting point for a voluntary regular reporting 
system limited to all the large and a sample of the smaller funds. 

If information on individual funds is regarded as desirable, as it 
very well may be for the large funds, then the natural source is the 
Securities and Exchange Commission. Up to the present time the 
commission has not even prescribed the manner in which the lia- 
bilities arising out of pension contracts must be set forth in corpo- 
rate reports, but there would seem to be no reason why, once the 
Commission becomes convinced of the importance of information 
on pension funds for an adequate appraisal of the financial situation 
of companies and of the value of these data for an analysis of the 
capital market, it should not require each company to submit a sup- 
plementary statement showing the liabilities inherent in the pension 
contracts it has signed; the amount and structure of the pension 
fund assets at the balance sheet date; and significant fund trans- 
actions during the reporting period. 

In ten, or even five years, we shall probably be astonished that 
as late as 1951 so little was known about so important a financial 
organization as independent pension funds. The statistical blackout 
in this field, we may be sure, will not endure permanently. Sooner 
or later the light of publicity will also reach this now dark corner 
of the capital market. Let us hope it will be done by voluntary 
action rather than by compulsory legislation. If it is not done the 
former way, it will be accomplished in the latter fashion. Of that we 
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may be fairly sure from what has happened in the case of all other 
important organizations which handle the public’s money on a large 
scale. 


J. Frep WeEston:* Mr. Corson’s paper, “Sources of Income for 
the Aged,” effectively summarizes the relevant available factual ma- 
terial. His forecasts which represent extrapolation of presently ob- 
served trends, are not controverted by presently available evidence 
or general economic principles. 

One policy matter deserves comment since it provides further evi- 
dence on how our thinking is influenced by the changing environ- 
ment of general business conditions. The security programs devel- 
oped in the thirties sought to remove an increasing proportion of 
the aged from the work force. Mr. Corson’s recommendation, re- 
flecting the view widely held currently, is to find ways of keeping 
more of the aged in the work force. Perhaps long-run policy calls 
for maintaining an over-all high percentage of the older workers in 
the work force, but, where possible, devising patterns of payments 
to them which will further encourage the desired temporal variations 
in their movements into and out of the work force. 

Mr. Murray has provided a useful survey and some valuable in- 
sights on the financial implications of the growth of private pension 
funds. At points, however, the analysis seemed incomplete or mis- 
leading. Since this may have been due to the necessity for covering 
a wide area in brief space, my comments may be regarded as simply 
filling out points or raising questions with respect to points adum- 
brated. 

A central issue is a statement of the investment principles which 
seem appropriate for guiding the commitments of pension trust 
funds. Only indirect discussion of applicable investment principles 
was made in the paper. Brief reference was made to low liquidity 
requirements and a preference for stability and regularity of income. 
Since an appraisal of investment practices actually followed must 
be made by reference to a set of applicable investment principles, 
a fuller statement would have been useful. 

Mr. Murray’s comments on the role of Treasury accounting regu- 
lations in influencing investment policy are quite significant, but, 
from his brief presentation, difficult to understand for someone who 
has not already had familiarity with the details. An explanation for 
the general reader may therefore be useful. The income of qualified 
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pension trusts is exempt from federal taxation. The influence of 
Treasury accounting regulations is none the less important. The 
amount of the tax deduction permitted to the contributing company 
is a function of the necessary annual contribution to the fund. The 
necessary annual contribution depends upon two factors: (1) the 
actuarial estimates of the obligations of the fund and (2) current 
valuations of the assets. Variable value securities are likely to pro- 
vide larger absolute income and to register high market values dur- 
ing years of cyclical expansion. At these times the tax-deductible 
contributions are therefore reduced (relative to their levels in years 
of cyclical contraction). But this is when corporations are most able 
to make larger contributions and would secure the greatest tax bene- 
fit by larger contributions. The pension fund trustee recognizes that 
the market values of variable value securities may be somewhat 
overstated during cyclical expansions and that a portion of the dif- 
ferentially high income received should be set aside to cover losses 
from these high-risk securities. But appropriate policy is inhibited 
by tax-accounting rules. The effect of the Treasury accounting regu- 
lations is therefore to discourage purchase of higher-risk securities. 

The purpose of the Treasury regulations is, of course, to control 
tax avoidance through discretionary deductions for contributions to 
pension reserves. However, this can be achieved without the unde- 
sirable consequences for investment policy. Valuations of securities 
should be based on an average of years and reserves from higher- 
yielding securities should be permitted to the extent of the differ- 
ential between their yields and the yields on long-term Governments. 
The need for Treasury action is underscored by consideration of the 
potential impact of pension funds upon the capital markets. 

Mr. Murray concludes that, “On the whole, the situation is basi- 
cally healthy. Another important type of institution has been de- 
veloped for the purpose of gathering funds and channeling them 
into the development and expansion of trade and industry.” Several 
considerations cast doubt on the basis of such an optimistic view- 
point. Do we have assurance that the long-run need of the economy 
is for more fund-gathering institutions? If so, is the greatest need 
for the institution which channels funds in the manner provided by 
the pension trust? The pension trusts are said to perform an equal- 
izing role on yields. This is true of all investors to the extent that 
their permissible investment areas are not circumscribed by legal 
regulation. Also this statement must be considered along with the 
recognition that institutional investment policy may impede rather 
than support debt management programs of the Treasury. The fault, 
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of course, may lie with the debt management policies rather than 
the institutional investment policies, or partly with both. Another 
negative observation on the role of pension-fund investing is that 
to date little recognition of the responsibility for providing protec- 
tion against rising price levels, as well as preservation of dollar value 
of principal, has been evinced by pension-fund plans. 

Mr. Murray makes the very interesting suggestion that more 
leverage should be introduced into the capitalizations of business 
firms. The leverage, however, would not be introduced through debt, 
but by modified common stock of two types, convertible preferred 
and prior, but limited-participating common. The proposal would 
be feasible only for companies with favorable growth prospects 
which also exhibit relative stability of income. I agree with Mr. 
Murray’s proposition that an increase in the flow of funds into the 
equity markets at any segment is likely to increase the over-all 
amount of funds available for equity securities. However, entry into 
such a restricted area is likely to result in a smaller than optimal 
increase in the total. A reconsideration of the appropriate principles 
for investment of private pension funds may widen the scope for 
their flow into the equity markets. This position, of course, does not 
fail to recognize that, at times, their position in the equity markets 
should be relatively lightened. 

Professor Guthmann has discerned the pivotal issues of the eco- 
nomic effects of the growth of private pension funds and has made 
penetrating observations on prospective developments. He comments 
on the possible aggravation of “the economic problem” caused by an 
increase in the over-all level of aggregate savings and by a reduc- 
tion in the built-in flexibility of savings over the cycle. This would 
be a distinct disadvantage of the growth of private pension funds 
and suggests an element of possible superiority of federally adminis- 
tered plans. However, the anticyclical potentialities of OASI have 
certainly not been realized to date. 

Some basis exists for doubt that the growth of private pension 
funds will result in an increase in total savings. The pension con- 
tributions are similar to payroll taxes. The ultimate effects would 
have to be traced in a manner similar to an analysis of the incidence 
and effects of payroll taxes. Without such an analysis, it is not pos- 
sible to conclude that over-all savings will increase in real terms. 
It is my feeling that the total is not likely to increase (even though 
its spacing through time may be altered) unless the growth of the 
pension funds is also associated with some income redistribution. 
The three papers have served the very useful function of directing 
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attention to the order of magnitude of the growth of private pen- 
sion funds; they have indicated the fundamental importance of the 
impact of this growth in significant sections of the economic fabric. 
Here indeed is a new financial development of major dimensions 
whose further developments will require continued attention and 
study. 





A NEW APPROACH TO RETIREMENT INCOME* 


WILLIAM C, GREENOUGH 
Teachers Insurance & Annuity Association 


INFLATION AND PENSIONS 


THIS DISCUSSION WILL CENTER around a new method of providing 
retirement income through periodic investments in common stocks 
and the payment of a variable, or unit, annuity in combination with 
a traditional fixed-dollar annuity. 

The conclusions are based on a comprehensive economic study, 
copies of which have been sent to members of the American Finance 
Association. Several members of the Association were helpful to 
us at one or another stage of the study. Special appreciation is 
due to Harry Guthmann, the first president of the A.F.A., and for- 
mer trustee of TIAA; R. J. Saulnier, current president; and my 
former colleagues at Indiana University. 

The factor of inflation has pretty generally been disregarded in 
past planning for retirement income. Two major periods of inflation 
during this century make necessary basic reconsideration of pension 
philosophies that have existed for many years. Security in retire- 
ment poses a difficult problem when it means providing not only 
sufficient annuity income in dollars but also a reasonable income in 
purchasing power. Traditional methods of saving for retirement 
have been effective in providing the dollar income; at times they 
have fallen short of providing the goal of a suitable purchasing 
power. 

If soundly financed, present methods of funding retirement sys- 
tems generally provide adequate protection against deflation. Con- 
tributions toward a retirement plan for a particular individual may 
have been concentrated in a period of rising and high prices; there- 
fore, the dollar amount of the total contributions would be fairly 
high and the fixed dollar annuity amount likewise would be high. 
If deflation persists throughout most of the period of retirement, 
the annuitant’s “real” or purchasing power income is likely to be 
satisfactory, even generous. For instance, the United States Bureau 


* This paper was presented at a meeting of the Amcrican Finance Association held 
in Boston on December 28, 1951. 
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of Labor Statistics Cost of Living Index fell from 122.5 per cent in 
1929 to 92.4 per cent in 1933. Any proposal for a major revision 
in retirement planning should provide protection during a period of 
deflation; thus a substantial part of the contributions should con- 
tinue to be invested in fixed-dollar obligations. 

There are elements in most existing retirement systems that pro- 
vide the individual with some protection against inflation. In the 
first place, most plans are based on contributions that bear a direct 
percentage relationship to salary. If inflation occurs before retire- 
ment, increased premiums will flow into the fund and will meet the 
inflation problem in varying degree according to the duration of 
high-premium payments, the steepness of the inflation curve, and 
whether additional inflation occurs after retirement. A similar result 
is brought about through plans which link the retirement benefits 
to final average salary. At best, these provisions provide only partial 
relief, and none of them help solve the problem of inflation occur- 
ring after a participant’s retirement. Only a very few public retire- 
ment systems and industrial companies have added cost-of-living 
adjustments or bonuses for retired persons as well as for active 
employees. 

TIAA’s officers have been working on this general problem of in- 
flation and retirement benefits for quite some time, discarding vari- 
ous ideas and alternatives as they seemed not to solve some of the 
problems of providing a more satisfactory method of funding re- 
tirement income. Finally a pattern took shape and the suggested 
College Retirement Equities Fund is the result. 


COLLEGE RETIREMENT Equities FunpD 


The new Fund will be a separate corporation. Its purpose will 
be to invest in common stocks and other equity-type investments 
up to, but not more than, 50 per cent of the joint contributions paid 
by colleges and their staff members toward retirement annuity con- 
tracts. Each individual would have two or three layers to his retire- 
ment income: (a) his Social Security benefit, if he is eligible; (5) 
his TIAA annuity; (c) his Equities Fund annuity, if elected. 

The effect of Social Security is interesting. It is politically un- 
likely that Social Security benefits will be revised downward unless 
a drastic deflation occurs. On the other hand, the benefits are likely 
to be increased during the later stages of inflationary periods. OASI 
benefits were not revised from 1939 until 1950. In a sense, then, 
Social Security provides a partial hedge against both deflation and 
inflation. Its effect on retirement income combines the foundation 
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of benefits provided by a fixed-dollar annuity with the possible ap- 
preciations in inflationary times provided by an equities fund. These 
forces were taken into account when arriving at the judgment that 
up to, but not more than, 50 per cent of the contributions other than 
OASI taxes might well be invested in common stocks. At the lower 
salary levels the proportion of the total benefit provided by Social 
Security is substantial; the higher the salary the less the effect of 
Social Security. 

Turning again to the Equities Fund, the portion of the individ- 
ual’s annuity premium paid to the Fund would be invested month 
by month in common stocks and other equity-type investments. The 
participant would own shares in the assets of the total pool. Each 
payment to the Equities Fund would purchase a certain number of 
units, the number depending on the current value of each unit. The 
participant would receive periodically an additional number of units 
arising from the Fund’s dividend income. The dollar value of each 
participant’s share at all times would reflect not only dividend in- 
come and profits and losses, but also changes in the market value 
of the Fund’s investments. 

The Bureau of Internal Revenue has ruled specifically on this 
plan that the participant would not be taxed currently either on the 
employer’s contributions toward his retirement benefit, or on the 
dividend earnings and capital gains on his share in the Equities 
Fund. During retirement he would be taxed according to the formu- 
las in effect for annuities, including, of course, the advantage of the 
double exemption provided for persons over age 65. 

The unique device incorporated in the Equities Fund is the vari- 
able annuity. The annuity principle is a useful one, allowing the 
individual to use up capital as well as interest earnings without 
danger of outliving his income. The unit annuity directly applies 
that same principle to a new area of investment, common stocks, 
allowing the assurance again that the individual can apportion both 
capital and dividend payments throughout his entire life span after 
retirement and, if he wishes, that of his wife. 

The variable annuity would reflect dividend yields and changes 
in capital values so that the annuitant’s income would move upward 
and downward with the performance of all the investments in the 
Fund’s portfolio. Thus it offers the annuitant, during his years of 
retirement, the option of continuing to participate in common stocks 
as a lifetime annuity. During the twentieth century, such partici- 
pation would have provided a very substantial, although by no 
means perfect, hedge against inflation. 
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AN ILLUSTRATION 


The accompanying chart is an attempt to compress an extensive 
economic and actuarial study’ entailing many charts and tables and 
hundreds of figures reaching back to 1880 into one illustrative 


chart. The precise figures are unimportant, since they are based on — 


past history when interest rates on conservative investments were 
higher than they are now, and when annuity premiums and eco- 
nomic factors were different from the present. The purpose in show- 
ing the chart is to explain the idea of the combined fund and the 
unit annuity, not to predict its future experience. 

The chart illustrates the retirement income picture for two indi- 
viduals who joined separate (theoretical) retirement plans at age 
35 in 1900, contributed premiums of $100 a year to their age 65 
in 1930, and then retired, reaching age 86 in 1951. Of course, an- 
nuity premiums usually would have been much larger than this each 
year, hence the benefits would have been much larger. 

Participant A contributed toward a fixed-dollar annuity of the 
type regularly issued by TIAA and other retirement systems. His 
$3,000 in premiums ($100 a year X 30 years) would have grown to 
$6,500 at time of his retirement in 1930, as shown by the columns 
at the left of the chart. The growth would have been slower in recent 
years because of lower prevailing interest rates. With this accumu- 
lation Participant A could have purchased a fixed-dollar annuity of 
around $553 a year, as shown at the right of the chart. 

Participant B meanwhile had contributed half his premium ($50 
a year) to the same type of fixed-dollar annuity as Participant A, 
and half to an Equities Fund annuity. The latter was assumed to 
have been invested in over 400 common stocks by using the Cowles 
Commission All Stock Price Index Series P, covering over 400 
stocks, which was extended from its expiry date of 1938 by chaining 
in the Standard and Poor’s Weekly Index of composite prices of 
416 stocks, so that the entire series uses 1926 = 100. The com- 
bined fund grew at about the same rate as the fixed-dollar fund from 
1900 to 1920, and then took a great spurt during the speculative 
common stock spree of the late 1920’s. 

After retirement in 1930 Participant B received a fixed-dollar 
annuity purchased by half his total premiums, plus a unit annuity 
resulting from his accumulated share in the Equities Fund. The 
unit annuity computations are similar to those for traditional dollar 
annuities. Thus a traditional annuity might provide $1,000 annuity 


1. William C. Greenough, A New Approach to Retirement Income (Teachers In- 
surance and Annuity Association), 55 pages. 
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income each year for life, the unit annuity 1,000 units each year. 
In valuing the units, current prices and yields of common stocks 
would be taken into consideration; thus the value of each unit might 
be $1.00 the first year, $1.10 the second year, go cents the third 
year, and so forth, with resulting annuity incomes of $1,000, $1,100, 
and $900 respectively. 

The result of combining the fixed dollar and the unit annuities 
for Participant B is shown at the right of the chart. Notice that 
at the historic low in common stock prices in 1932, the combined 
annuity was only slightly smaller than the fixed-dollar annuity; 
from that point forward it moved generally upward. This chart indi- 
cates the importance of investing in common stocks in both good 
times and bad, year after year, riding up as well as down with the 
market and obtaining the beneficial effects of dollar cost averaging 
in common stocks. 

We customarily think in terms of comparing the cost of living 
at the end of a period with the cost of living at the beginning, i.e., 
57 for 1900 and 119 for 1930 (United States Bureau of Labor Sta- 
tistics Index for moderate income families in large cities, 1935-39 = 
100). However, Participants A and B in the example paid only one 
premium in 1900; they also paid a premium in each year of the 
1920’s when the cost of living ranged from 120 to 143 and when 
salaries were much higher than in 1900. Therefore it is important 
to compare the cost of living during each year of retirement with 
the average cost of living during the premium-paying period. 

The cost of living in 1930 was approximately one-third higher 
than the average for the previous thirty years. Thus if someone 
had devised in 1900 an annuity system which would have provided 
a perfect adjustment to cost of living changes, it would have given 
the annuitant the number of dollars shown on the Adjusted Cost 
of Living line in the chart, starting at $724 in 1930 and ending at 
$1,119 in 1951. However, Participant A’s annuity remained at $553 
throughout. Participant B’s combined annuity started out in 1930 
somewhat above the adjusted cost of living line, fell below it in 
1932, and then followed it much better than the fixed-dollar annuity 
for the remaining years. 


THE VARIABLE ANNUITY 


Perhaps you might be interested in a somewhat technical descrip- 
tion of the variable annuity. 

When the participant decides to start his annuity, the actuarial 
processes in the Equities Fund will be analogous to those for any 


j 





a a ee ee ee ee 


aoa | tll elUrtkkllUrlC lCUreUlCOD Cl 


Sr a a a ee a a 


i. ee ee | 


li- 


ith 


her 


one |! 


ded 
ven 
‘ost 
z at 
553 
930 
t in 
uity 


rip- 


arial 
any 


A New Approach to Retirement Income 291 


fixed-dollar annuity. The usual pension fund converts the individ- 
ual’s dollar accumulation into a dollar life annuity by standard actu- 
arial formulas. Similarly, the Equities Fund will convert the par- 
ticipant’s total number of Accumulation Units into a life annuity 
expressed in numbers of Annuity Units, instead of dollars. Thus the 
Fund will promise the participant periodic payments, each payment 
of Annuity Units being converted into dollars according to the value 
of the Annuity Unit at the time of payment. 

The annuity unit in the Equities Fund can be revalued from time 
to time if necessary to reflect changes in mortality trends and ex- 
pense factors, but such changes would be infrequent. The dollar 
value of each annuity unit will be revalued periodically, annually 
or semiannually, to obtain the dollar annuity payment to be made 
to the participant during the ensuing period. This will be done by 
comparing the present value of the annuities expressed in units with 
the annuity portion of the Fund so as to determine a new dollar 
unit value. Thus capital appreciation or depreciation iti the Fund 
will be automatically reflected in the new unit value, which in turn 
will determine the dollar payments to the participant over the en- 
suing period. 

Through use of this method, profits and appreciations in market 
value of common stocks or excess yields over the assumed yield will 
be reflected in all future annuity payments and not merely in those 
of the ensuing year. Even with this method of spreading capital 
gains and losses over the entire annuity period, the variations in 
dollar annuity amounts from year to year may be fairly substantial. 
Studies are now being made as to whether the use of a moving aver- 
age of capital gains and losses would be desirable. A three-year un- 
weighted moving average, for instance, would materially smooth out 
the fluctuations in the variable annuity and provide the annuitant 
with a less volatile annuity without affecting its long-term move- 
ments. The refinement of weighted moving averages seems to pro- 
vide no material improvement over the unweighted average.” 

The original assumptions at time of retirement as to longevity of 
annuitants, expense rates and interest rates, need not embody the 
conservatism necessary for standard annuities guaranteeing a fixed 
dollar income throughout life. Thus, current experience can be re- 
flected closely in the assumptions to be made by the Equities Fund 
when computing the lifetime annuity, and any differences in actual 
experience from the assumptions, such as a higher or lower yield 


2 Completion of the study of moving averages has convinced us that their use would 
have greater disadvantages than advantages (W. C. Greenough, March 10, 1952). 
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on common stocks, can be reflected in the revaluation once a year 
or oftener. 


INVESTMENT ASPECTS 


This whole process, then, combines a number of well-known in- 
vestment and actuarial principles into a broad new pattern. Perhaps 
the most important generalization regarding this pattern is the op- 
portunity it gives each participant in a retirement plan to invest 
small amounts in common stocks, year by year, over his entire 
working lifetime and then to draw down on this investment slowly 
throughout his period of retirement. This method of investment 
should avoid many of the past difficulties of individual investments 
in common stocks. In order: to be successful, however, policyholders 
must be willing to accept some new ideas. They must realize that a 
fixed-dollar annuity is in a very real sense a “variable” annuity in 
terms of purchasing power, and they must be willing to accept the 
fact that the unit annuity, based on common stock performance, 
will not provide a fixed and level income, nor can projections be 
made of the dollar benefits to be provided by the unit annuity. 

In spite of the inroads that inflation has made in recent years, 
there is a general public belief that fixed-dollar obligations such as 
those of life insurance companies, savings banks, government bonds, 
etc., are relatively risk-free while common stocks are essentially 
speculative. Actually, both are speculative, but in different ways, 
and by balancing the two against each other a great deal of the 
speculation can be taken out of each. 

There is comparatively little risk in connection with fixed-dollar 
obligations, that the insurance company or pension trust will find 
itself unable to carry out its dollar commitments to participants. 
The risk is that the dollars returned to pensioners may be consider- 
ably different in purchasing power than anticipated. There is almost 
no risk that the Equities Fund will not be able to carry out its com- 
mitments, since its liabilities will always be valued in terms of the 
current market value of its assets. 

Common stocks and other equity investments are, of course, vola- 
tile both as to prices and dividend payments. But there is need here 
to remove from the public mind the overemphasis on two years, 
1929 and 1932. The public does not remember that the stock market 
fall from 1929 to 1932 was not so much greater than the previous 
rise, and that recovery from the 1932 low was fairly rapid. Specu- 
lative methods including buying common stocks on margin, buying 
at one point in common stock prices, and the like led inevitably to 
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the disappointments that were to follow. The year 1932 was a low 
point but by no means disastrously so for persons who had been pur- 
chasing stocks outright month by month and year by year through 
a reasonably long period. Furthermore, a person who remained in 
an equities fund either on a premium-paying basis or on an annuity 
basis subsequent to 1932 would have found his losses being rapidly 
recouped. 

The recent growth and acceptance of mutual funds has helped to 
impress the general public with the potentialities of common stock 
investments. Even here, however, there is a tendency to invest more 
money when common stock prices are rising and high than when 
they are falling or low. This fact is sometimes not generally recog- 
nized because the secular growth trend of mutual funds has been 
so great as to cover up the cyclical trend. The salary deduction 
method of investing annuity premiums will be one of the most auto- 
matic devices in existence for obtaining the investment advantages 
of dollar cost averaging in common stocks. 

In the new Equities Fund, protection against plunging deeply in 
common stocks is provided by the requirement that each annuity 
premium going to the Equities Fund must be accompanied by a pay- 
ment of equal or greater amount to a fixed dollar annuity. The de- 
sire is not to provide a speculative device which might endanger the 
retirement security for college faculty members but, rather, to pro- 
vide a balancing arrangement, a hedge between the fixed-dollar fund 
which is reduced in value by inflation, and the common stock fund 
which is affected by the volatile nature of the American economy. 

There is a temptation in any form of investing in common stocks 
to set out to maximize gains by predicting market performance. 
Formula plans have this element in them. For certain investment 
objectives this is entirely proper, but it is questionable whether such 
attempts should be made in connection with the long-range planning 
needed for investment of retirement funds. Some of the major mis- 
takes in the past, made not only by individuals but also by institu- 
tional investors, have been in the timing of shifts into and out of 
common stocks at one point in the market. Such attempts might 
very well make princes out of retired people for short or long 
periods, but there would likely come a time when one or more 
generations of annuitants would be hurt severely. 

Perhaps it might be said that the basic investment philosophy of 
the Equities Fund is one of humility—a recognition of the fact that 
stock prices, wars, inflations, deflations, and the like can by no 
means be predicted with confidence, but that a plan that envisages 
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constant and continuing investments in common stocks over a long | 
period of time has a reasonable chance of performing advantageously | 


for the persons covered by it. 
The foregoing discussion has to do with decisions of trustees meet- 
ing month by month and year by year as they are investing the accu- 
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mulated funds. The suggestion is that these trustees should be freed | 


from the dangers and responsibilities of deciding at one moment 


whether to have ro per cent or 50 per cent in common stocks, as is | 
the case with balanced funds or pension plans invested partly in com- | 


mon stocks and that they should turn their full efforts to the selection 
of the appropriate types and issues of stocks in which to invest. They 
will know that at least half of the participants’ premiums are being 
separately invested conservatively in bonds, mortgages, and the like. 

It is recognized that over periods of thirty to sixty years normally 
encompassing only one person’s working and retirement life, impor- 
tant changes can occur in the economy. Public ownership of basic 
industries, tax structures, and other factors might render common 
stocks inappropriate for pension fund investment sometime in the 
future. The Equities Fund would not be limited by law as to its in- 
vestment policies; these could be changed if necessary to adjust to 
long-term economic trends. 


CONTRASTS WITH OTHER PENSION FUNDS 


A few contrasts might be drawn with other funding arrangements 
for retirement systems. Many pension plans are investing substan- 
tially in common stocks at the present time. Rarely does the propor- 
tion to total investments rise above 33 per cent; usually it is in the 
neighborhood of 20 to 25 per cent. In general these plans provide a 
fixed-dollar benefit to the participant; this is usually related to his 
salary and years of service, although it may be a stated amount such 
as $100 a month. The employee may or may not contribute toward 
support of his pension; in any event, the employer’s contributions 
finance a substantial part if not all of the retirement income. 

In this type of arrangement the investment of part of the portfolio 
in common stocks means that the employer’s costs for pensions would 
be greater or lesser according to the performance of equity invest- 
ments. If the employer decides directly or through trustees of the 
pension fund to invest in common stocks, he takes a risk that the 
fund may be substantially depreciated at one or another period. 
Unless long continued, this is usually not serious so long as the total 
fund is growing, since current payments into the fund can support 
payments out of it without the necessity of disposing of assets at a 
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low point in the market. On the other hand, if common stocks appre- 
ciate in price or provide a higher yield than expected, the employer 
either uses these increases to cut down his own cost or to set aside 
reserves to take care of a future period of decline. Another method 
is for the employer to assume that common stocks will provide a 
higher yield and that, therefore, he can reduce the premium pay- 
ments that he otherwise would make into a retirement fund for the 
benefit of the participants. 

The employee takes no substantial risk in decline in the dollar 
amount of his pension, assuming a stable employer who can weather 
periods of depression. But in like manner the employee obtains none 
of the advantages of performance of common stocks in a rising 
market. Thus there is no hedge against inflation for the employee, 
although the employer has a very helpful hedge. 

The development of the common stock accumulation plan with a 
variable annuity provides the opportunity for returning to the em- 
ployee his full share in the common stock fund, including all profits, 
capital appreciation, and dividends. This of course assumes that the 
common stock fund should not attempt to provide the entire annuity 
income for the individual and that it is merely part of a three-layer 
arrangement including a fixed-dollar annuity and Social Security as 
protection during periods of poor common stock performance. 

The studies performed as background for the decision to establish 
an Equities Fund also lead to the conclusion that the funding of re- 
tirement plans can and probably should be made more flexible in the 
future. Less attention should be given to short-term shifts in the 
economy; more attention should be given to long-term investment 
trends. The active interest in the Equities Fund that has been evi- 
denced by various types of financial institutions indicates that its 
principles may be widely imitated. If so, it will have ramifications 
in the demand for equity-type investments. Funding of pension obli- 
gations is rapidly becoming a huge operation, with as yet undeter- 
mined impact on the economy. Much interesting analysis could be 
given to this development, but here is not the place for it. 

It is hoped that the development of the College Retirement Equi- 
ties Fund will enhance the security of college teachers and that it 
will be part and parcel of the important work of keeping colleges 
well staffed with outstanding men and women who can apply them- 
selves to their teaching and research work with reasonable assurance 
of security during old age. 
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INTRODUCTION 


THE WORD “IMPACT” CONVEYS the thought of a sharp blow or jolt. 
In this sense—defining the past two years as “recent’”—there has 
been only one credit and debt management policy that meets the full 
qualification. That was the Treasury-Federal Reserve “Accord” an- 
nounced on March 3, 1951. The chairman of the Federal Reserve 
Board and the Secretary of the Treasury have been asked by Con- 
gressman Wright Patman to describe this “Accord.” But there is no 
doubt that unpegging the government bond market was the central 
feature of the agreement. The force of it could be vitiated prospec- 
tively—though not retrospectively—by a disclosure that some new 
and lower peg levels were agreed upon. This I would not expect. No 
one should relish the thought of reawakening all the fears, frustra- 
tions, and controversies that went with the pegs. Most reasonable 
men, I think, are today agreed that we cannot have pegs on govern- 
ment bond prices and at the same time have a sound money and a 
free economy. 
Poticy ACTIONS 


There were, of course, other policy actions. Since I come first on 
the program, perhaps it is my task to lay out a chronology: 

1. First half of 1950.—The Federal Reserve sold, at premium 
prices, $1.3 billion restricted long-term governments acquired earlier 


* This article by Norris O. Johnson, and the following article by James J. O’Leary, 
with discussions by George T. Conklin, Jr., William E. Dunkman, Burton C. Hallowell, 
and Roland I. Robinson, were presented at a meeting of the American Finance Asso- 
ciation in Boston on December 28, 1951. The general subject discussed at the session 
was “Effects of Recent Credit and Debt Management Policies upon Financial Insti- 


tutions.” The program was under the chairmanship of Roy L. Reierson, Bankers Trust 
Company. 
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in price-supporting, par-pegging operations. The distribution of these 
securities was accomplished by successively lowering the offered 
prices, and the operation provided a mild measure of restraint on 
the long-term or “‘capital’’ market. The Treasury in this period broke 
away from its routine of issuing one-year paper in exchange for ma- 
turing obligations and put out two refunding issues of four- and five- 
year notes’ paying 1% and 14 per cent. Other refundings were carried 
on with short-term notes at 14 per cent and the Federal Reserve 
bought short-term paper as necessary to protect the Treasury’s power 
to borrow at this rate. 

These were modest, correlated policy actions, undertaken on an 
upswing in business and prices, suggestive of a desire to operate a 
little more flexibly, but watered down in real effectiveness by the 
knowledge that the authorities were still committed to managing 
prices of government securities rather than credit. “Everybody knew” 
(and they were correct) that the Federal Reserve would stop selling 
when bonds began to approach par. No real pressure was allowed 
to develop in the money market. 

2. July-August 18, 1950.—The policy in this period, designed to 
facilitate cheap Treasury refundings, was highly significant because 
of the pandemonium of buying and borrowing precipitated by the 
Korean war. The bank supervisory authorities, on August 4, 1950, 
sent out a letter to banks under their supervision asking them to 
“exercise special care in their lending and investment activities.” 
The Federal Reserve Banks at the same time made considerable ad- 
ditional sales of long-term restricted bonds but they were buying in- 
creased amounts of 14 per cent Treasury paper, inviting credit ex- 
pansion. 

3. August 18, 1950.—This is the date the Federal Reserve an- 
nounced a raise in the discount rate from 14 per cent to 1? per cent, 
and their determination “to use all the means at their command to 
restrain further expansion of bank credit consistent with the policy 
of maintaining orderly conditions in the government securities mar- 
ket.” The move was taken over strong Treasury objections—a rare 
thing in Federal Reserve history—and put the public on notice that 
the Federal Reserve was not lacking in courage of conviction. It led 
to the partial failure of two final issues of 1} per cent Treasury notes, 
and to a controlled rise from 1.18 per cent to 1.38 per cent in the 
yield on ninety-one-day Treasury bills. Thus it was more than a sym- 
bolic gesture. But its force was dissipated by the spread of a feel- 
ing that the Federal Reserve had shot their bolt. This feeling was 


1. Issued December 15, 1949, and March 15, 1950. 
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strengthened by gradual readoption by the Federal Reserve of a 
policy of supporting government security prices straight across the 
board. 

4. September 18, 1950.—Controls over consumer instalment credit 
terms were imposed under terms of the Defense Production Act of 
1950. 

5. October 12, 1950.—Controls over mortgage credit were im- 
posed, also under terms of the Defense Production Act of 1950. 

6. December 29, 1950.—The Federal Reserve Board announced 
a $2 billion increase in the statutory cash reserve requirements of 
the member banks, effective in a succession of steps, January 11 
through February 1. The Federal Reserve pegged government se- 
curities at existing levels and made it easy not only for the banks 
to raise the cash but also for the non-bank lender to carry on business 
as usual. 

7. January 17, 1951.—Stock margin requirements were raised 
from 50 to 75 per cent. 

8. January 18, 1951.—This was the date of the Treasury Secre- 
tary’s speech on “Financial Mobilization” which suggested the con- 
clusion that the Federal Reserve had agreed to use their resources 
to stabilize government security prices on a rate pattern. This was 
what the Federal Reserve was doing, had been doing since October, 
and continued to do up to and including March 2. The removal of 
hope of more adequate returns on government securities, and the 
opportunity to make profitable shifts into other investment media, 
unquestionably added to the inflationary pressures at the time. 

9. January 18-—March 2, 1951.—-For present purposes I need not 
give a detailed déscription of this period except to say that it was a 
period of violent controversy over the principle of using the Federal 
Reserve to peg government security prices at levels desired by the 
Administration. 

10. March 3, 1951.—This was the date the Treasury and Federal 
Reserve composed their differences and announced an “Accord”’: 


The Treasury and the Federal Reserve System have reached full accord with 
respect to debt-management and monetary policies to be pursued in furthering 
their common purpose to assure the successful financing of the Government’s 
requirements and, at the same time, to minimize monetization of the public debt. 


This was a tremendous shock, particularly when it became clear that 
the two agencies had agreed to let government bonds break par. The 
Treasury simultaneously revealed that a new issue of non-market- 
able “investment series” bonds, bearing 2} per cent interest, was to 
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be offered in exchange for the two longest-term issues of 24 per cent 
“restricted” bonds outstanding: the Victory Loan due December 15, 
1972, and the Seventh War Loan due June 15, 1972. 

This offer was intended to relieve the weight of potential liquida- 
tion overhanging the market. The two issues involved (restricted for 
purchase by commercial banks) had been the focal point of official 
price-supporting activities and were most vulnerable to decline. The 
Federal Reserve and Treasury had bought $14 billion of them, 
September, 1950, through February, 1951, to peg their prices at 
100 11/16 or better. 

Also to ease the shock, the Federal Reserve continued to buy 
bonds, in considerable quantities but on a downward price scale. 
The evident object was to let the market down to a point where it 
could support itself. This took some time and at the bottom of the 
market around the middle of May the Victory Loan 2}’s traded as 
low as 963. The Federal Reserve continued to buy some long-term 
bonds through the end of June. To bring the record down to date, 
I might add that long-term governments had a good price recovery 
during the summer, under their own steam, the Victory Loans going 
to 98}. Since Labor Day they have worked lower, and in the past 
two weeks most issues have touched new low points. The Victory 
Loan, for example, has traded as low as 95 13/16. 

11. March 9, 1951.—-The “Voluntary Credit Restraint Program,” 
authorized by Section 708 of the Defense Production Act of 1950, 
was finally cleared with the Attorney-General early in March and 
was officially launched March 9. The Federal Reserve Board ap- 
pointed a “Voluntary Credit Restraint Committee,” composed of 
representatives of major types of lending institutions? to administer 
a voluntary program to restrict new loans so far as possible to those 
serving defense needs and production, processing, and distribution of 
essential goods or services. 

12. March 20, 1951.—As a sequel to the unpegging of the bond 
market, the Federal Reserve pulled back its fixed support for Treas- 
ury bills, brought pressure to bear on bank reserve positions, and per- 
mitted yields on bills to fluctuate more freely and to move up as high 
as 1.66 per cent. 

13. May 28, 1951.—The Treasury announced that 1} per cent 
certificates would be offered in exchange for 1} per cent notes coming 
due July 1 and 2? per cent bonds called for payment June 15. This 


_ 2. Commercial banks, investment bankers, and life insurance companies in the first 
instance; mutual savings banks and savings and loan associations are also participants 
at the present time. 
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represented an adaptation to existing market conditions. The Fed- 
eral Reserve supported these refundings by easing up on bank reserve 


positions. (There was a “lull” in the inflationary pressures, you may | 


recall, beginning in April and extending through the summer, and the 
active phase of Federal Reserve open market policy also went into a 
“Jull.’’) 

14. Juby 31, 1951.—The Federal Reserve Board eased its con- 
sumer credit regulations as required by 1951 amendments to the 
Defense Production Act. 

15. September 1, 1951.—The Federal Reserve Board eased its real 


estate credit regulations as required by the Defense Housing Act of | 


1951. 


16. August 27, September 26, and November 26, 1951.—The | 


Treasury announced more refundings with 1} per cent certificates. 
The Federal Reserve Banks, to ease the money market, added $1 bil- 
lion to their holdings of short-term government securities in the 
period August 29 through October 1o. 


17. October 10—November 28, 1951.—The Federal Reserve re- 


versed gears, released $800 million securities back into the market, 
took up surplus funds, and for three weeks beginning November 28 
held their portfolio unchanged and left it to the banks to come to the 
discount window when and if they needed more funds. Under sea- 
sonal pressures for funds, borrowings and Treasury bill yields tempo- 
rarily broke into new high ground ($959 million and 1.94 per cent 
respectively). In the week ended December 26, as year-end pressures 
for funds mounted, the Reserve Banks provided a measure of relief 
by buying $217 million government securities. 


THE 1951 LOAN REcoRD 


This list is longer than I had anticipated when I started out to 
draw it up. It sets out a factual background for a more specific analy- 
sis of effects. The most obvious place to go to see effects is in the 
banking statistics. We have weekly reporting member bank data 
through December 26, and they represent about three-fifths of the 
banking system. In Table 1 is shown the way the loan and invest- 
ment figures for 1951 shape up against the background of 1947-50. 

You will note that while security loans turned down in 1951, a 
number of other categories came out with reduced increases, and 
business loans approached the 1950 rise. What this proves—if it 
needs to be mentioned—is that the authorities, while undertaking 
effective actions, had limited objectives and no taste for precipitating 
a general credit deflation. The record also proves—again if it needs 
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be mentioned—that credit demands were strong in 1951. On the other 
hand, to find precise quantitative measures for effects of one policy 
or another is nearly a hopeless task: there are too many dynamic 
other forces coming into play. 

The neatest quantitative relationship was the $2 billion bank sales 
of government securities precipitated by the $2 billion increase in 
member bank reserve requirements a year ago. But this was not an 


TABLE 1 


CHANGES IN Loans AND INVESTMENTS 
WeekLy Reportinc MEMBER BANKS 
(millions of dollars) 








CHANGES FOR YEAR Dec. 26 

1947 1948 1949 1950 1951 1951 

Business loans ............ +3,304 + 927 —1,673 +3:935 +3:754 $21,593 
Security MOGMS ... 6.0. ccces —1,053 + 328 + 205 + 271 — 367 2,111 
Real estate loans.......... + 969 + 603 + 280 + 928 + 397 5,667 
Gees to DONES.......5... + 34 + 135 + 78 + 200 + 79 598 
LE ee re + 657 + 491 + 515 +1,450 + 133 6,028 
Total loans* ....... $3,911 +2,231 — 665 +6,705 -+3,903 $35,502 
Other securities ...........+ 276 — 55 + 853 +1,458 + 334 6,850 
Loans and other sec......+4,187 +2,176 + 188 +8,163 +4,237 $42,352 
A eee —3,826 —4,240 +4,482 +3,703 —1,151 32,523 
Total weeeet 361 —2,064 +4,670 +4,368 +3,086 $74,875 


* Total loans net of reserves. 


effect on credit supply except perhaps in some hypothetical, ultimate, 
and unrealistic sense. One most difficult quantitative relationship 
is that between the increase in rates on short-term governments, 
the related increase in corporation holdings thereof, the consequent 
drawing down of corporate bank deposits, and the effect of the de- 
posit experience, thus modified, on bank lending. 


SECURITY LOANS 


Let us take a closer look at the individual loan and investment cate- 
gories. Security loans were affected not only by the increase in margin 
requirements and Voluntary Credit Restraint but also by the unpeg- 
ging. In Table 2 are the detailed figures on security loans of the 
weekly reporting member banks (in millions of dollars). 

Loans on governments ran to $4 billion at the height of speculation 
in government bonds at the end of the war. Since then they have 
fallen off in most years, and now are down around one-eighth that 
level. With advanced bank loan rates, and bond prices free to decline 
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as well as to rise, holding government bonds on margin is not the 
popular pastime that it was. 

Loans on other securities—now the bigger item—have two main 
parts: those subject to stock margin requirements (already men- 
tioned) and those generated out of bond flotations. The unpegging 
hit the corporate and municipal bond markets, created some un- 
pleasantly large losses for dealers, made distribution a slower and 
harder process, and led to upward revisions in yields offered the 





TABLE 2 

Dec. 28,1949 Dec.27,1950 

Dec. 28 Dec. 27 Dec. 26 to Dec.27 to Dec. 26 
1949 1950 1951 1950 1951 
Dealer loans on govts. $ 748 $ 690 $ 388 — 58 —302 
Other loans on govts. 171 175 118 + 4 — 57 
Dealer loans on other sec. 860 1,052 1,032 +192 — 20 
Other loans on other sec. 428 561 573 +133 + 12 
Total security loans $2,207 $2,478 $2,111 +271 —367 


buyer. The volume of bond flotations has continued to be large, 
partly because of the stimulus of the excess profits tax. 


“OTHER SECURITIES” 


The unpegging, together with the pressure of demands for com- 
mercial loans, slowed up commercial bank purchases of corporate 
and municipal bonds. These are the principal components of the 
“other securities” item on the statements of the weekly reporting 
member banks. The 1951 rise in this item was only $334 million 
against $1,458 million in 1950. 


GOVERNMENT SECURITIES 


Bank holdings of government securities were affected, quantita- 
tively, by the increase in cash reserve requirements a year ago and 
also by the pressure of loan demands. The unpegging reduced the 
market value of bank holdings of United States government obliga- 
tions by hundreds of millions of dollars and made most of them un- 
saleable except at a loss. And loss-taking, disagreeable under any cir- 
cumstances, is particularly so when you know the security is good 
and is going to be paid off at maturity. At the same time, the im- 
provement in yields on government securities made banks more in- 
clined to buy and hold them in preference to loans or other invest- 
ments. 

“OTHER LOANS” 

The consumer credit regulations came into force September 18, 

1950, were tightened October 16, 1950, and part-way relaxed July 31, 
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1951. These were designed to ease the demand for hard goods and 
they doubtless have had such an effect. Other factors, of course, also 
entered, especially the diminishing apprehensions of a general war, 
which reacted to reduce the pressure of buying in anticipation of 
shortages. At any rate, according to the Federal Reserve’s global 
estimates, consumer instalment credit, which had a record increase 
of $3.4 billion (to $13.3 billion) in the year ended September 30, 
1950, leveled off in the year ended September 30, 1951. The calendar 
year 1951 may come out with no change worthy of the name. 

The commercial banks are a large factor in the instalment credit 
business. Insured commercial banks on June 30, 1951 had outstand- 
ing nearly $6.6 billion of instalment loans to individuals (“automo- 
bile,” “other retail,” “repair and modernization,” and “cash” loans). 
Banks also extend lines of credit to merchants, sales finance, and 
personal finance companies and thus provide some of the money that 
they lend. 

The weekly reporting member bank classification of “other loans” 
—which shows a modest increase of $133 million for 1951—includes 
consumer credit extended directly by banks, loans to personal finance 
companies, and a miscellany of other items that have no other place 
to go.* 

REAL EsTaTE LOANS 


As I see it, credit policy has had its greatest impact on the mort- 
gage market, partly via Regulation X on terms but more so via the 
unpegging. I would like to submit the view that it would have been 
wiser to have had the unpegging come first instead of the other way 
around. As it was—in the environment existing in the autumn of 
1950—the imposition of Regulation X acted as a spur to getting 
projects under the wire, built pressure on the bond market, and made 
the unpegging more difficult. 

The aggregate participation of the commercial banks in mortgage 
credit is considerably less than that of the insurance companies and a 
shade less than that of savings and loan associations. Ali insured 
commercial banks, on June 30, 1951, had $14 billion in real estate 
loans, $1.0 billion on farm land, $10.7 billion on residential properties 
(homes, apartment houses, etc.), and $2.3 billion on other proper- 
ties. Some part of the total would represent temporary financing 
during periods of construction. 

The weekly reporting bank figures show a rise in real estate loans 

3. The 1950 increase in “other loans” was swollen by some exceptional items of a 


miscellaneous character, notably a $225 million credit granted by a group of banks to 
the French government in August, 1950. 
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for this year of $397 million compared to $928 million in 1950. The 
slow-up is most noteworthy since the unpegging of the bond market 
last March. This is not surprising. Banks active in mortgage financing 
are mostly banks with large savings deposits and longer than average 
bond portfolio. The decline in the bond market made such institu- 
tions reconsider their liquidity and capital positions. 


BusINEss LOANS 


The largest classification of commercial bank loans is, quite natu- 
rally, the commercial loan. Some bank loans to business extend for a 
period of years but mostly they are written for a period of months. 
Commercial, industrial, and agricultural loans (including open mar- 
ket paper )—as the official classification goes—ran for all insured 
banks last June to an aggregate of $263 billion, about half of all 
loans. 

The weekly reporting member bank figures give an increase in 
business loans for 1951 of $3,754 million, rather closely approaching 
the $3,935 million expansion that occurred in 1950. But we need to 
recognize that the unpegging and the Voluntary Restraint Program 
did not come until March. The expansion in business loans in the 
first quarter was $1,363 million against a $114 million reduction in 
the first quarter of 1950. Since March business loans have increased 
$2,391 million against a rise of $4,049 million in the corresponding 
period of 1950. Of course we have had a “lull” in inflation in the 
meantime and many merchants have been cutting down their inven- 
tories and borrowings. On the other hand, credit requirements allied 
with defense, and the movement to market of large and expensive 
crops, have increased borrowing needs. Moreover, there is the ques- 
tion: How much of the “lull” was a result of credit policy itself? 


EFFECTIVENESS OF OPEN MARKET PoLicy 


We inherited from the depression of the thirties a great deal of 
skepticism about changes in interest rates as an influence for eco- 
nomic stability. Some people even came to indulge the notion that 
while interest rates could be too high they could never be too low. 
It was a paradise for speculators, a nightmare for people who pre- 
pared themselves, ten and twenty years ago, with comfortable retire- 
ment incomes of say, $75 or $100 a month, free of income tax. We 
have had to learn—the hard way out of experience—that an artificial 
cheap money policy can promote an exaggerated sense of opulence 
in government, apply an excessive pressure on the tax collection ma- 
chinery as an antidote for inflation, create a forced-draft expansion 
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of private credit, put a tax on thrift and a premium on spending, and 
generate secular wastage in currency values. The artificial cheap 
money policy, which we and others imported from Britain in 1933, 
now stands discredited, here and abroad. 

What we went through last March and April was to recognize in 
policy what the Douglas report had stated fifteen months before: 
that central banks cannot make prices of government securities their 
exclusive concern but must exercise discretion over the amount of 
credit they put out. I cannot see how the advocate of an “expanding 
economy”—or even the advocate of chronic inflation as a means to 
full employment—can expect taxes and voluntary forms of restraint 
to do the whole job of maintaining an ordered society. 

Other people, admitting the effectiveness of open market opera- 
tions, have expressed concern over the size of interest rate changes 
that are required to do a job of credit restraint—or that come out of a 
real policy of credit restraint. The United States Treasury has been 
of this school of thought, at least as respects the longer-term rate. Yet 
we have seen the market for Treasury bills outside the Federal Re- 
serve System expand from $1.25 billion in June, 1947—-when the rate 
offered was 3 per cent—to $18 billion with a rate ranging between 
1} to 1} per cent. Commercial bank holdings recently have been 
around $6 billion as compared to $750 million in June, 1947. The 
really big swing has been in holdings of others—corporations, non- 
bank financial institutions, foreign banks, etc. These have risen from 
$500 million in June, 1947, to a recent level of $12 billion. 

I know that some people feel that it does not make any real differ- 
ence if, say, a corporation has Treasury bills or cash. Certainly they 
are “liquid assets” and as good as cash in terms of credit analysis.‘ 
Quite apart from risk of loss, the value which a corporation treasurer 
places upon government securities is related, among other things, to 
the return that they afford. I would not press this point too hard, 
though it needs to be recognized. 

To the commercial banks it makes a great deal of difference how 
their customers allocate their so-called “liquid assets.” Corporations 
that cut down their bank balances to buy Treasury bills deflate the 
money supply and also bank resources for lending or investing. This 
is getting the cart before the horse for the process really starts with 


4. Not so many years ago there was a temptation to consider all government securi- 
ties (pegged by the Federal Reserve if not equipped with redemption clauses) as liquid 
as cash in the bank. In these “liquid asset” terms, I might pause to remark, the pulling 
of the pegs had a tremendous statistical effect. At least a great part of the debt was 
deprived of a liquidity “guaranty” if this is the right word. Besides, the drop in market 
prices reduced the quantity of liquid assets however defined. 
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the application of pressure by the Federal Reserve on the money 
market, forcing government security dealers to develop other markets 
for bills offered by banks. You see the credit restrictive side of it 
when you consider that the banks, under pressure for cash and to re- 
plenish their bill holdings, are led to restrict loans. 

I spell this out because the normal mechanism of Federal Reserve 
policy has suffered disuse so long that even its operators have for- 
gotten how it works. The encouraging thing is that the market for 
government securities has shown itself responsive to mild changes 
in interest rates. The shock benefits of the unpegging have passed but 
there are lasting benefits in the restoration of normal two-way flexi- 
bility in Federal Reserve holdings of government securities, in money 
market conditions, and in money rates. 





THE EFFECTS OF RECENT CREDIT AND DEBT 
MANAGEMENT POLICIES UPON LIFE 
INSURANCE COMPANY INVESTMENTS 


JAMEs J. O'LEARY 
Life Insurance Association of America 


THE PURPOSE OF THIS PAPER is to consider the effects which recent 
credit and debt management policies of the Federal Reserve and 
Treasury seem to have exerted on the investments of life insur- 
ance companies. By “recent” policies is meant those that have been 
adopted and followed since the beginning of the Korean war. 

The discussion is divided into two main parts. The first considers 
the background of life insurance company investments in the period 
following World War II up to the end of 1950. This background is 
essential for a better understanding of how life companies were af- 
fected by recent credit and debt management policies. The second 
part discusses what seem to have been the effects of these policies. 


I. LirE INSURANCE INVESTMENTS IN THE POSTWAR PERIOD 


At the end of 1945 United States life insurance companies as a 
whole held nearly 46 per cent of their assets in the form of United 
States government securities, the big majority of which were the 
longer maturities of ten years and over.’ In dollar terms their hold- 
ings of Governments amounted to $20.6 billion out of aggregate 
assets of $44.8 billion. By way of contrast, at the end of 1939 hold- 
ings of Governments were only $5.4 billion, or 18.4 per cent of total 
assets of $29.2 billion. Even these figures, however, do not portray 
how heavily some of the life companies had concentrated in govern- 
ment securities by the end of the war. A study of individual com- 
panies indicates that four of the largest companies held over 50 per 
cent of their assets in government securities at the close of 1945. By 
the end of 1946, following the Victory Loan Drive, three of the 
largest companies had over 55 per cent of their assets in Govern- 
ments. 

On the other hand, at the end of 1945 life companies held only 14.8 
per cent of assets in real estate mortgages as compared with 19.4 per 


1. A study of the U.S. government securities holdings of the eighteen largest life in- 
surance companies indicates that nearly 81 per cent of their holdings at the close of 
1945 were due or callable over ten years thereafter. The percentage was probably 
similar for all other companies. 


397 








308 The Journal of Finance 


cent in 1939 and nearly 42 per cent in 1929. Likewise, holdings of 
securities of business and industry amounted to 24.7 per cent at the 
close of 1945 compared with 28.9 per cent in 1939. Table 1 shows 
the distribution of assets of United States lite insurance companies 
from 1929-50. 

The implications of the distribution of life insurance assets at the 
war’s end are clear. Life companies held an abnormally high propor- 


TABLE 1 


DistrisuTIon or Assets or U.S. Lire INSURANCE 
COMPANIES, 1929-1950 


(dollar amounts in millions) 


U.S. GOVERNMENT SECURITIES OF 
SECURITIES BUSINESS AND INDUSTRY Mor TGAGEs 

YEAR Percentage of Percentage of Percentage of Torta 

Enp Amount Assets Amount Assets Amount Assets ASSETS 
1929 $ 346 2.0 $ 4,893 28.0 $ 7,297 41.7 $17,482 
1930 336 1.8 55347 28.3 7,578 40.1 18,880 
1931 391 1.9 5,564 27.6 7,652 38.0 20,160 
1932 465 2.2 5,486 26.4 7,316 35.3 20,754 
1933 878 4.2 5,298 25.4 6,682 32.0 20,896 
1934 1,881 8.6 5.426 24.8 5,857 26.8 21,844 
1935 2,914 12.6 5,813 25.0 5,340 23.0 23,216 
1936 3,930 15.8 6,510 26.2 5,111 20.6 24,874 
1937 4,639 17.7 7,043 26.8 5,229 19.9 26,249 
1938 4,955 17.9 7,827 28.2 5.444 19.6 27,755 
1939 55373 18.4 8,465 28.9 5,669 19.4 29,243 
1940 5,857 19.0 9,178 29.8 5,958 19.3 30,802 
1941 6,796 20.8 10,174 31.0 6,442 19.7 32,731 
1942 9,295 26.6 10,315 29.5 6,726 19.2 34,931 
1943 12,537 33.2 10,494 27.8 6,714 17.8 37,766 
1944.. 16,531 40.3 10,715 26.1 6,686 16.3 41,054 
1945 20,583 45.9 11,059 24.7 6,636 14.8 44,797 
1946 21,629 44.9 13,024 27.1 75155 14.8 48,191 
1947 20,021 38.7 16,144 31.2 8,675 16.8 51,743 
1948 16,746 30.2 20,322 36.6 10,833 19.5 55,512 
1949 15,290 25.6 23,179 39.0 12,906 21.6 59,630 
1950 13,444 21.0 25,422 39.7 16,097 25.2 63,984 


Source: Life Insurance Fact Book, 1951. 


tion of assets in Governments as compared with prewar standards. 
Moreover, the relatively low yield on Governments, considerably 
below the average rate of return which life companies are required 
to earn to maintain policy reserves, had been the major factor caus- 
ing the actual rate of investment earnings of life insurance companies 
to decline from an average of 3.54 per cent in 1939 to 3.07 per cent 
in 1945. Both the abnormal proportion of assets in Governments and 
their relatively low rate of return made it inevitable that life com- 
panies would shift from Governments to corporate securities and 
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mortgages if heavy demand for corporate and mortgage money de- 
veloped in the postwar period. 

As the enormous demand for mortgage and corporate financing got 
under way after the war, the life companies responded as expected 
and invested heavily in real estate mortgages and corporate securi- 
ties. Not only did new money received by life companies (from such 
sources as net cash income over disbursements, repayments of mort- 
gages and bonds, refundings, and sinking fund payments) flow into 
investment in the private sectors of the economy, but in addition gov- 
ernment securities were liquidated to aid in meeting the demands. 
Holdings of government securities, which had reached a peak of $21.6 
billion by the end of 1946 largely as a result of the Victory Loan 
Drive, had been reduced to $13.4 billion by the close of 1950, a de- 
cline of $8.2 billion. On the other hand, holdings of securities of busi- 
ness and industry increased from $11.1 billion at the end of 1945 
to $25.4 billion at the end of 1950, and real estate mortgages from 
$6.6 billion to $16.1 billion. Table 1 shows the degree to which life 
company investments in the postwar period moved to meet the de- 
mand for capital funds in private sectors of the economy. 

An exceedingly important factor in this period was the Federal 
Reserve’s pegging of the prices of government securities. As a result 
of this policy, life companies came inevitably to regard their holdings 
of government securities as virtually the equivalent of cash. In peri- 
ods of unusually heavy demands for capital funds they naturally felt 
free to enter into commitments to supply capital funds for future 
delivery on the assumption that government securities could be liqui- 
dated at the pegged prices. 

By the middle of 1950, and certainly by the end of 1950, the trend 
in postwar investments of life insurance companies had begun to 
reach a point where, for many companies, holdings of government 
securities were regarded as more nearly in line with what was re- 
garded as desirable from the viewpoint of portfolio balance. There 
were important differences as between companies in this respect; 
some companies had begun to dispose of Governments promptly after 
the war, and by the beginning of 1950 had reached the end of their 
selling program; other companies, which had started to dispose of 
Governments later as the demand for mortgage money increased, 
were still selling substantial amounts of Governments at the close of 
1950. Moreover, it should be recognized that few companies had 
decided on any fixed and arbitrary ratio of government securities to 
total assets. By June 30, 1950, life company holdings of government 
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securities had declined to about 24 per cent of assets, which was stil] 
somewhat above the percentage at the end of 1939. Also, in mid-1950 
mortgages had risen to 23 per cent of assets and corporate securities 
to over 39 per cent of assets. 

In the late summer and early autumn of 1950, as discussions of 
Regulation X were under way and it became known by the general 
public that mortgage credit terms were about to come under restric- 
tive regulation by the Federal Reserve, a flood of applications for 
mortgage credit came to life insurance companies and other mortgage 
lenders in order to take advantage of pre-Regulation X financing 
terms. At this time a heavy backlog of mortgage commitments was 
built up by life insurance companies (and other mortgage-lending 
institutions) which necessitated further disposals of government 
securities in the last quarter of 1950 and in the first quarter of 1951.’ 
In order to meet the need for funds on these commitments there was 
a strong tendency for life insurance companies to build up their 
holdings of short-term government securities. Thus, the Treasury 
survey of ownership of marketable government securities shows that 
life insurance companies increased their holdings of Treasury bills 
from $59 million at the end of August, 1950, to $714 million at the 
end of February, 1951. 

In summary, at the close of the war most life insurance companies 
had swollen portfolios of government securities. In order to secure 
improved investment yields consistent with safety of principal and 
at the same time to realize a better portfolio balance, most life com- 
panies proceeded to dispose of some of their Governments as greatly 
increased demand for corporate and real estate mortgage funds de- 
veloped in the private sectors of the economy. The disposal of 
Governments was facilitated and even encouraged by the Federal 
Reserve’s policy of pegging the prices of government securities at 
better than par, which made it possible for life companies to regard 
their holdings of Governments as the equivalent of cash and enabled 
them to make large forward commitments at times of heavy capital 
demand on the assumption that Governments could be sold at known 
fixed prices. Forward commitments were built up particularly high 
in the early autumn of 1950 just prior to the effective date of Regula- 
tion X. 

2. The size of this backlog of commitments at the time Regulation X went into 
effect is not known, but it is known, as noted later, that as late as April 30, 1951, when 
data were first obtained on commitments as part of the reporting system under the 
Voluntary Credit Restraint Program, total non-farm residential mortgage commitments 
of 45 life insurance companies (holding 85 per cent of all life company assets) 


amounted to $1.6 billion, a substantial part of which were still probably pre-regulation 
commitments. 








— ey 


— ame em hUcrtlUlUC MOUS CU 





still 


950 
ties 


eral 
ric- 

for 
age 
‘ing 
was 
ling 
ent 
51.7 
was 
eir 
ury 
hat 
ills 
the 


ies 
ure 
and 
ym- 
itly 
de- 

of 
ral 
| at 
ard 
led 
ital 


igh 
ila- 


into 
hen 

the 
ents 
ets) 
tion 





Recent Credit and Debt Management Policies 311 


Let us turn now to a discussion of the effects on life insurance in- 
vestments of credit and debt management policies placed in effect 
since the Korean war began. In this discussion it should be under- 
stood that the effects of credit and debt management policies differed 
somewhat as between individual life insurance companies, both in 
timing and in degree, so that it is difficult to make generalizations. 
Generalizations which are put forward here should be considered in 
this light. 


II. CREDIT AND DEBT MANAGEMENT POLICIES AND THEIR EFFECTS 


Regulation X —Because of the large backlog of forward commit- 
ments to purchase residential mortgage loans on pre-Regulation X 
financing terms, which were allowed to be honored under the regu- 
lation, any possible impact of Regulation X on life insurance mort- 
gage acquisitions was delayed for at least several months after it was 
placed in effect on October 12, 1950. As a matter of fact, the Bureau 
of Labor Statistics figures on new housing starts indicate that housing 
remained at a very high level throughout the last quarter of 1950 and 
through the spring of 1951. During this period and into the summer 
of 1951 life insurance companies continued to acquire residential 
real estate mortgages in heavy volume. Total acquisitions of non- 
farm VA-guaranteed and FHA-insured mortgages averaged $232 
million per month during the period October, 1950—September, 
1951 inclusive, as compared with average monthly acquisitions of 
these mortgages of $179 million in the earlier period January—Sep- 
tember, 1950.* However, the rate of acquisitions began to decline 
in the summer of 1951. On April 30, forty-five life insurance com- , 
panies which began to report investment commitments under the 
Voluntary Credit Restraint Program indicated that there were still 
about $1.6 billion of commitments to acquire mortgages on non-farm 
dwellings, a considerable part of which still undoubtedly were pre- 
Regulation X commitments. 

By the end of 1950 many companies had begun to reduce new 
mortgage commitments, particularly in the government-guaranteed 
and insured category, because their holdings of mortgages were ap- 
proaching the point of what was considered proper portfolio balance. 
For those companies which were continuing to commit for mortgage 
loans on post-Regulation X terms, it seems clear that they were able 
to procure the volume desired even under the terms of Regulation 


3. Total non-farm real estate mortgage loan acquisitions, including both residential 
and commercial, averaged $440 million per month during the period October, 1950- 
September, 1951 inclusive, as compared with average monthly acquisitions of $338 
million during the period January—September, 1950. 
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X. However, the “accord” between the Federal Reserve and Treas- 
ury which was reached in March had the effect, as will be described 
presently, of sharply reducing forward commitments by life insur- 
ance companies to purchase mortgage loans. By the spring of 1951, 
with the gradual workoff of the backlog of pre-Regulation X com- 
mitments, it appeared that Regulation X was finally exerting some 
effect on mortgage financing, but it likewise seemed certain that the 
major factor affecting the mortgage market at that time was the 
exchange offering of 23? per cent bonds and the subsequent unpegging 
of government securities prices. 


MEASURES GROWING OUT OF THE FEDERAL 
RESERVE—TREASURY ACCORD 


The two steps growing out of the March accord between the Fed- 
eral Reserve and Treasury had a significant effect upon life insurance 
investment operations. In response to the Treasury exchange offer- 
ing of nonmarketable 2} per cent bonds, the life insurance companies 
exchanged virtually all of their holdings of the two bank restricted 
issues of 1967-72, or $2.9 billion. As shown in Table 2, life company 
disposals of these issues in the several months prior to the accord 
were large, and at the end of May, 1951, after the exchange offering 
had been fully reflected in Treasury statistics, life company holdings 
of these issues had dwindled to $183 million. This wholehearted 
response to the exchange offering occurred partly because it was 
attractive and partly because the life insurance companies felt that 
the best interests of the economy lay in co-operating with the of- 
fering. 

The effect of the exchange offering was to remove from the mar- 
ket, at least for the time being, a large block of government securities, 
part of which might otherwise have been sold by the life companies 
to go forward with investment in private sectors of the economy. 
However, it is clear that some part of the holdings of the bank re- 
stricted issues of 1967—72 would undoubtedly not have been disposed 
of in any event because many companies had already decided to 
slow down new investments in the real estate mortgage field. It 
should also be noted that the 2? per cent bonds received in the ex- 
change offering may be converted into five-year notes which are 
marketable, so that there is no complete assurance that at some later 
date these bonds may not be disposed of by life companies. The 
likelihood, however, is that the bulk of them will remain in life in- 
surance portfolios. 

Along with the exchange offering, the unpegging of government 
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securities prices and the subsequent decline in these prices had a 
strong effect on life insurance company investing. The realization 
that government securities were no longer the equivalent of cash 
and could not be sold in the future at known fixed prices had the 
effect in most cases of causing life companies to restrict current 
investment commitments more nearly to the flow of cash which 
would develop from other sources than further disposals of Govern- 


TABLE 2 
LIFE INSURANCE COMPANY OWNERSHIP OF MARKETABLE, BANK RESTRICTED 
TREASURY BONDS, BY ISSUES, JANUARY, 1950, TO AUGUST, 1951 
TREASURY SURVEY OF OWNERSHIP 
($ millions) 


2}’s 2}’s 2}’s 24's 24's 25's 2}’s 2}’s 2}’s 24’s_ Series B 
End of June Dec. June Dec. June Dec. March March June Dec. (Non- 
Month 1959- 1950- 10962- 1963- 10964- 1964- 1065- 1966- 1967- 1967- market- 


62 62 67 68 69 09 7° 71 72 72 able) 
1959 
Jan. 456 284 876 1,147 1,448 1,314 2,112 1,452 2,026 1,854 
Feb...... 458 290 876 I,I5sO 1,451 1,315 2,412 1,450 2,022 1,853 
Mar..... 459 295 881 1,143 1,446 1,305 2,106 1,450 2,020 1,857 
od —Ae 293 881 1,136 1,448 1,281 2,090 1,450 2,009 1,852 
May 449 204 881 1,139 1,447 1,266 2,06 1,447 2,004 1,842 
jume.... 433 303 874 1,144 1,450 1,263 2,02 1,443 2,006 1,834 
July.... 441 31r 869 1,145 1,441 1,258 2,017 1,440 2,007 1,910 
Aug. 449 333 861 1,139 1,426 1,237 1,966 1,435 1,976 2,003 
Sept. 446 331 840 1,13t 1,385 1,233 1,034 1,418 1,968 1,962 
Oct.. 436 334 836 1,102 1,340 1,229 1,879 1,409 1,929 1,865 
Nov. 440 325 830 1,046 1,292 1,227 1,790 1,371 1,892 1,752 
Dec. 437 320 828 1,000 1,259 1,215 1,645 1,347 1,815 1,658 
1951 
Jan. 435 326 824 987 1,234 1,207 1,542 1,241 1,753 1,610 
Feb.. - 432 326 821 975 1,210 1,203 1,465 1,113 1,601 1,524 
 - 431 326 810 go2 1,128 1,171 1,447 1,070 1,654 1,461 
Apr... 428 327 720 $34 1,001 1,157 1,400 1,050 178 219 2,709 
May 413 324 650 768 1,041 1,144 1,303 1,044 82 101 2,918 
June 407 324 566 752 1,014 1,135 1,376 1,036 78 93 2,921 
July. 398 323 542 710 993 1,135 1,374 1,032 78 or 2,926 
Aug. 3902 327 $43 060 034 1,127 1,374 1,027 78 9°) =. 2,928 


Source: Treasury Bulletin. 


ments. As prices of government securities declined the potential loss 
on sale of such securities became an important factor deterring 
further sales. This grows out of the fact that declining market prices 
of government securities do not affect life insurance companies if 
such securities are not sold, because under present valuation regula- 
tions they are carried in life insurance statements on an amortized 
cost basis. However, the loss realized on government securities on 
sale would have been a direct charge to surplus and life insurance 
companies are reluctant to show sizeable fluctuations in surplus. 

In spite of the decline in government securities prices, however, 
some life companies have continued to dispose of government securi- 
ties in the period subsequent to April of this year. As shown in Table 
2, disposals subsequent to April have been mainly in the 24’s of 
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June, 1962-67, the 24’s of December, 1963-68, and the 23’s of 
June, 1964-69. These sales have been largely to obtain funds to 
meet’ the backlog of commitments which had been built up and 
partly to take advantage of attractive investment opportunities in 
the corporate field. As shown in Table 3, life companies further re- 


TABLE 3 


Lire INsurANCE CoMPANY OWNERSHIP OF SELECTED MARKETABLE GOVERNMENT 
SECURITIES, JANUARY, 1950, TO AUGUST, 1951 
TREASURY SURVEY OF OWNERSHIP 


($ millions) 
Bank Eligible Bank Restricted 
End of Month Bills Certificates Notes Bonds Bonds 
1950 
January . 36 104 38 1,437 12,970 
February 43 125 13 1,397 12,976 
March . 42 120 55 1,347 12,962 
April 59 132 56 1,327 12,898 
May 20 156 32 1,237 12,833 
June 26 107 66 1,104 12,776 
July 35 77 92 1,015 12,837 
August 59 74 73 792 12,823 
September 204 31 64 687 12,650 
October 154 28 61 668 12,359 
November 248 28 61 662 11,964 
December 391 I 165 650 11,529 
1951 

January 528 253 646 11,160 
February oon SEQ 305 643 10,764 
March 652 295 639 10,406 
April 758 298 450 7,380* 
May 847 297 431 6,9601 
June 756 113 208 358 6,781 
July 814 112 197 345 6,678 
August 678 177 144 283 6,611 


* Reflects exchange of $2,709,000,000 of marketable 24’s of 1967-72 for non-market- 
able Investment Series B bonds. 


t Reflects exchange of $209,000,000 of marketable 2}’s of 1967—72 for non-marketable 
Investment Series B bonds. The appearance of this amount of exchanges in the data 
for May probably is explained by technicalities in the procedure and reporting of 
exchanges. 


Source: Treasury Bulletin. 


duced their holdings of bank restricted bonds by $560 million 
(exclusive of the exchange) in the period May—August, 1951, and 
holdings of bank eligibles were reduced by $167 million in the same 
period. The effect of declining prices of government securities seems 
to have differed somewhat with individual life companies, with some 
eliminating further sales completely, except as required to cover 
commitments, and others proceeding to liquidate Governments in 
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reduced amounts as attractive corporate securities have become 
available. 

It should be pointed out that, important as it was, too much credit 
should not be given to the decline in government securities prices 
because it is clear that by April of 1951 a number of life companies 
had already decided that from the viewpoint of portfolio balance, 
under the then prevailing conditions, they had proceeded far enough 
in the disposal of government securities to shift their investments 
into the real estate mortgage and corporate fields. At the same time, 
however, there is reason to believe that the potential loss on Gov- 
ernments would have been a strong deterrent had such companies 
still been selling Governments. 

In retrospect, the effects of the Federal Reserve-Treasury accord 
on life insurance investments might be summarized as follows. First, 
life companies responded, in the light of their backlog of commit- 
ments, by increasing their liquid reserves in the form of short-term 
government securities. This is shown in Tables 3 and 4. Secondly, an 
already developing tendency to reduce new mortgage commitments 
was greatly strengthened. This reduction in commitments was par- 
ticularly true in the case of VA and FHA mortgage loans where the 
fixed interest rate became unattractive following the unpegging of 
government securities. At the same time, a large part of the remain- 
ing activity in the mortgage field was centered in conventional mort- 
gage loans. More attractive yields on conventional mortgage loans, 
plus a desire by many companies to build up their conventional mort- 
gage accounts, lay behind this shift to conventional loans. Thirdly, 
with the decline in government securities prices, yields on corporate 
bonds became relatively more attractive and life company invest- 
ments shifted strongly in this direction, partly to obtain the higher 
yields available and partly for the purpose of realizing better port- 
folio balance. 

The general effect in the capital markets was undoubtedly a sharp 
over-all reduction in the amount of money which life insurance com- 
panies had available for new investments. 

The effectiveness of the Federal Reserve-Treasury accord was 
greatly enhanced by a discussion which took place on March 5 
between Federal Reserve and Treasury officials, on the one hand, 
and representatives of the Joint Committee on Inflation Control of 
the Life Insurance Association of America and the American Life 
Convention. At this meeting government officials explained in general 
the terms of the exchange offering and asked the life insurance busi- 
ness for its co-operation in making the offering a success. Nothing 
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was said, of course, of the subsequent unpegging of the government 
securities market. As a result of this meeting a statement was re- 
leased to the press on March 8 by Carrol M. Shanks, President of 
the Prudential Insurance Company of America and Chairman of 
the Joint Committee on Inflation Control, as follows: 


Last Monday a subcommittee of the Joint Committee on Inflation Control 
of the Life Insurance Association of America and the American Life Conven- 
tion had the opportunity for a long talk with top officials of the Treasury and 
Federal Reserve System meeting jointly. This subcommittee consisted of 
Carrol M. Shanks, President, The Prudential Insurance Company of America, 
Newark, New Jersey; George L. Harrison, Chairman of the Board, New York 
Life Insurance Company; and Frazar B. Wilde, President, Connecticut General 
Life Insurance Company, Hartford. 

The Joint Committee believes that the recent accord reached by the Treasury 
and the Federal Reserve System is a most heartening and important develop- 


TABLE 4 
Lire Insurance ComPANY OWNERSHIP OF MARKETABLE GOVERNMENT SECURITIES 
BY CALL on Maturity, JANUARY, 1950, TO AUGUST, 1951 
Treasury SuRVEY OF OWNERSHIP 
($ millions) 


Due or CALLABLe 
Enpor Montn Within1 Year 1-5 Years 5-10 Years 10-15 Years 15-20 Years 


1950 
January 267 791 1,224 4,789 7,514 
February 270 758 1,231 4,794 7,501 
March 246 772 1,233 6,885 55391 
April 273 766 1,224 6,840 5,370 
May 259 654 1,216 6,800 5,350 
June 218 619 1,129 6,761 55353 
July 235 603 1,072 6,732 5,416 
August 223 537 1,006 6,631 5,426 
September 399 421 925 6,526 5,365 
October 343 404 913 6,390 5,220 
lNovember 436 404 905 6,187 5,031 
December 655 398 906 5,947 4,832 
1951 
January 877 395 904 55794 4,616 
February 1,115 392 900 5,679 4,340 
March 1,039 410 871 6,534 35137 
April 1,088 300 867 6,229 403* 
May 1,173 285 848 6,040 1891 
June 1,206 113 842 5,879 177 
July 1,246 105 833 5,787 175 
August 1,123 42 830 55724 175 


* Reflects exchange of $2,709,000,000 of marketable 24’s of 1967 72 for non-market- 
able Investment Series B bonds. 

+ Reflects exchange of $209,000,000 of marketable 24’s of 1967-72 for non-marketable 
Investment Series B bonds. The appearance of this amount of exchanges in the data 
for May probably is explained by technicalities in the procedure and reporting of ex- 
changes 

Source: Treasury Bulletin 
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ment in the fight against inflation. The Treasury and Federal Reserve System 
deserve high commendation for the realistic step they have taken. The complete 
terms with respect to the exchange offering of 2? per cent Treasury bonds have 
now been announced by the Treasury. 

The Joint Committee strongly urges all life insurance companies to support 
the exchange offering to the maximum possible extent. The Joint Committee be- 
lieves that the new Treasury program is a significant step in the right direction 
in the fight against inflation and thinks that it will prove but the first measure, 
growing out of the accord, in a continued vigorous program by Treasury and 
Federal Reserve authorities to prevent a further expansion of the money supply. 


Essentially the same views had been wired on March 5 to all life 
insurance companies having membership in the Life Insurance Asso- 
ciation of America and the American Life Convention. There is no 
doubt that these views expressed by the Joint Committee on Inflation 
Control were influential in insuring the success of the exchange of- 
fering and in dampening sales of government securities during the 


first critical period in which prices of government securities were 
declining. 


THE VOLUNTARY CREDIT RESTRAINT PROGRAM 


The Voluntary Credit Restraint Program has also exerted a sig- 
nificant effect upon life insurance company investments. In mid- 
December of 1950 the Federal Reserve invited representatives of 
the American Bankers Association, the Investment Bankers Associa- 
tion of America, and the ‘Life Insurance Association of America to 
consider what might be done under Section 708 of the Defense Pro- 
duction Act to establish a course of action for the voluntary 
restraint of credit in the fight against inflation. As a result of delib- 
erations by representatives of these three kroups under the auspices 
of the Federal Reserve Board, the Voluntary Credit Restraint Pro- 
gram was worked out and it was subsequently approved by the 
Federal Reserve Board and the Attorney General and placed in 
effect in March, 1951. It is widely recognized that during the first 
several months of operation this Program has served the purpose 
of aiding in channeling credit into defense and defense-supporting 
and otherwise essential uses. 

In appraising the effectiveness of the Voluntary Credit Restraint 
Program so far as life insurance companies are concerned, it must 
be acknowledged that the Program was launched under highly 
favorable circumstances in which there already existed a scarcity of 
supply of capital funds as related to demand because of the Treas- 
ury exchange offering of 2} per cent bonds and the unpegging of 
government securities prices. For life insurance companies the Pro- 
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gram led to the channeling of a greater proportion of available capi- 
tal funds into defense and defense-supporting and otherwise essential 
uses. 

According to data reported by forty-five life companies under the 
Voluntary Credit Restraint Program, the proportion of total invest- 


TABLE 5 


OUTSTANDING COMMITMENTS OF 45 LIFE INSURANCE COMPANIES TO ACQUIRE U.S. 
LOANS AND INVESTMENTS, CLASSIFIED AS TO WHETHER FOR DEFENSE AND DE- 
FENSE-SUPPORTING PURPOSE OR NON-DEFENSE, APRIL 30—OCTOBER 31, 1951 




















Classification Oct. 31* Sept.30*% Aug.3r July3r June30 May 31 Apr. 30 
(8 millions) 

Defense and defense-supporting 
State, county, and municipal 50.7 59.0 54.3 76.9 75.6 90.6 107.8 
Public utilities. . 305.4 407.1 408.9 449.7 346.3 449-9 382.9 
ilroads . ‘ 203.5 238.7 285.7 297.0 308.5 298.3 290.5 
Business and industry . . 1,268.2 1,062.7 947.1 1,010.6 1,005.4 928.3 1,004.5 

Total defense and defense- 
supporting.......... 1,917.8 1,764.5 1,696.0 1,834.2 1,835.7 1,767.1 1,794.7 

Non-defense 
Business and industry 944.8 917.8 743-5 751.7 831.4 937-1 962.6 
Farm owners 96.2 83.3 80.4 79.5 83.1 88.4 98.5 
Non-farm home owners 1,078.0 1,162.0 1,228.6 1,389.6 1,447.0 1,538.8 1,648.2 
Total non-defense 2,119.0 2,163.0 2,052.6 2,220.9 2,361.6 2,564.2 2,709.3 
Total commitments 4,036.8 3,927.5 3,748.6 4,055.1 4,197.3 4:331-3 4,504.0 
Per cent 

Defense and defense-supporting 
State, county, and municipal 1.3 1.5 1.5 1.9 1.8 2.1 2.4 
Public utilities. . 9.8 10.4 10.9 Ir.t 10.6 10.4 8.5 
Railroads 5.0 6.0 7.6 7-3 7-4 6.9 6.6 
Business and industry 31.4 27.1 25.3 24.9 24.0 21.4 22.3 

Total defense and defense- 
supporting 47.5 44.9 45.2 45.2 43-7 40.8 39.8 

Non-defense 

Business and industry 23.4 23-4 19.8 18.5 19.8 21.6 21.4 
Farm owners 2.4 2.1 2.1 1.9 2.0 2.0 2.2 
Non-farm home owners 26.7 29.6 32.8 34.3 34-5 35-5 36.6 
Total non-defense $2.5 55.1 54.8 54.8 56.3 59 2 60.2 
Total commitments P 100.0 100.0 100.0 100.0 100.0 100.0 100.0 


* Figures for September and October are not altogether comparable with earlier data due to the inclusion 
of commitments for foreign securities to be paid in American dollars and of mortgage loans for amounts of less 
than $100,000. 


Note: Totals will not necessarily add due to rounding. 


Source: Data are for 45 life companies representing 85°% of the assets of all U.S. life companies, as com- 
piled by the Life Insurance Association of America in accordance with the Voluntary Credit Restraint Pro- 
gram. 


ment commitments for defense and defense-supporting purposes 
rose from 39.8 per cent of all commitments as of the end of April, 
1951, to 47.5 per cent at the end of October. As can be seen from 
Table 5, however, the increased percentage in the defense and de- 
fense-supporting category resulted more from a decline in outstand- 
ing commitments for non-defense purposes, largely residential 
mortgage loans, than from an increase in the defense category. 
Nevertheless, commitments for defense purposes have shown an 
increase of about $125 million from April to the end of October. In 
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considering these data, it should be recognized that any shift of 
commitments to the defense and defense-supporting category is 
bound to be slow due in part to the fact that as late as October 31 
perhaps a third of the commitments outstanding had been entered 
into prior to the effective date of the Program. Beginning with the 
end of September, figures on new commitments entered into during 
the course of the month are being reported, as well as the total out- 
standing. This additional information suggests that a noticeable 
increase in the dollar amount of defense and defense-supporting 
commitments may now be in process. At the end of September out- 
standing commitments to business and industrial concerns for de- 
fense and defense-supporting purposes were 54 per cent of total 
business and industrial commitments outstanding. However, new 
commitments in September to business and industrial concerns for 
defense and defense-supporting purposes were 67 per cent of all new 
commitments made that month to business and industrial concerns. 
By the end of October outstanding commitments to business and 
industry for defense and defense-supporting purposes had risen to 
57 per cent of total business and industrial commitments outstanding. 
Of new commitments to business and industry entered into during 
October, 67 per cent were for defense and defense-supporting pur- 
poses, thus maintaining the high proportion found in September. 

In view of the simultaneous steps taken under the Federal Re- 
serve—Treasury accord, it is difficult to measure the effectiveness of 
the Voluntary Credit Restraint Program. It is clear, however, that 
life insurance companies have co-operated wholeheartedly with the 
Program and evidence made available to the National Voluntary 
Credit Restraint Committee indicates that corporate and mortgage 
loans have been screened carefully in the light of principles set forth 
under the Voluntary Credit Restraint Program, and that many loans 
have been refused as not conforming with the Program. It should 
be reiterated, however, that the Voluntary Credit Restraint Pro- 
gram received a very large assist from general credit and debt man- 
agement policy. 

OTHER CREDIT POLICIES 

Other credit policies such as Regulations T, U, and W, and changes 
in the rediscount rate have been of lesser importance for life insur- 
ance companies and are not discussed in this paper. 


III. CoNcLUSIONS 


The conclusions which are to be drawn from this discussion are 
as follows: 








320 The Journal of Finance 


1. Recent credit and debt management policies have exerted some 
important effects on life insurance company investments. First, they 
have contributed to a substantial reduction in life insurance com- 
pany sales of long-term government securities and have been a fac- 
tor in causing life companies to restrict new investment commitments 
more nearly to the current flow of funds generated from other 
sources than the disposal of Governments. Secondly, they have con- 
tributed to a shift in life insurance investments for government- 
insured and guaranteed mortgage loans to corporate securities and 
conventional mortgage loans. Thirdly, they have aided in causing 
life company investments to shift to defense and defense-supporting 
industry and other essential uses. However, the importance of credit 
and debt management policy in its effect on life insurance invest- 
ments can be exaggerated. It should be recalled that prior to the 
spring of 1951 there were certain basic forces, such as the desire to 
maintain a balanced portfolio, which were operating to restrict fur- 
ther disposal of government securities and further increases in mort- 
gage holdings. 

2. Selective credit policies designed to impinge on life insurance 
investments were either delayed in their effect such as was the case 
with Regulation X, or needed the aid of general credit and debt 


management policies to make them fully effective, as was the case — 


with both the Voluntary Credit Restraint Program and Regulation X. 
The lesson which seems indicated from the experience of the past 
several months is that in the investment field general credit controls 
can take hold much more promptly than selective credit controls. 
Furthermore, basically, selective credit controls require action in 
the area of general credit controls and debt management if they are 
to be effective. 

Throughout the postwar period many students of monetary and 
credit policy urged the abandonment of the pegging of government 
securities prices. It now seems clear, in retrospect, that the effective- 
ness of this step, with respect to life insurance investments at least, 
would have been much greater if taken prior to the spring of this year. 
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DISCUSSION 


GreorcE T. CONKLIN, JR.:* Dr. O’Leary’s paper is an excellent 
one, and I find myself in basic agreement with his position. I shall re- 
strict my remarks to one point of disagreement, and to two points 
which are a matter primarily of changed emphasis and extension of 
his statements. 

At several places in his paper, Dr. O’Leary makes the point by 
direction or indirection that considerations of portfolio balance on 
the part of life insurance companies would have reduced their selling 
of government bonds substantially even without the abandonment 
of the pegging policy by the government. Thus, he states “It should 
be pointed out that, important as it was, too much credit should not 
be given to the decline in government securities prices because it 
is clear that by April of 1951, a number of life companies had already 
decided that from the viewpoint of portfolio balance, they had pro- 
ceeded far enough in the disposal of Government securities to shift 
their investments into real estate mortgage and corporate fields.” 

I find myself in disagreement with this position. It is my convic- 
tion that, had the government continued to follow its pre-April, 1951, 
monetary and credit policies, institutional selling of governments 
would have been definitely indicated and would in all probability 
have continued in heavy volume. Such selling would have been indi- 
cated for several reasons which I will set forth briefly below. 

1. Government holdings of life insurance companies, although 
back to immediate prewar levels by April of 1951 were nevertheless 
still high as a percentage of assets when viewed in longer historical 
perspective. 

During each of the principal wars, the Civil War, World War I, 
and World War II, life insurance holdings of United States Govern- 
ments rose sharply as a percentage of assets. After the Civil War 
and World War I, with the return of the availability of private in- 
vestment outlets, life insurance holdings of Governments dropped 
sharply, and declined to negligible levels—1—z2 per cent of assets. 
Thus, although Governments by April, 1951, had declined to approxi- 
mately the prewar levels as a percentage of assets, they still amounted 
to about 20 per cent of assets, and this was a historically high per- 
centage, higher for example than at the peak of previous wars. In 


* Guardian Life Insurance Company. 
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other words, prewar levels of Governments do not constitute a nor- 
mal yardstick; they were at high levels not by choice of life insur- 
ance company management but rather because of the scarcity of 
private investment outlets in the stagnation period of the thirties, 
when capital formation and new capital issues were extremely de- 
pressed. 

2. The need of life insurance companies to hold Governments for 
liquidity and safety purposes is less than ever before as a result of 
several developments of the last fifteen years: (a) the development 
of the amortized mortgage which not only makes conventional mort- 
gages safer, but provides a steady inflow of cash each month in the 
form of amortization payments; (5) the development of government 
guaranteed mortgages, which have come to bulk large in institutional 
portfolios; (c) the development of direct placements with heavy 
annual sinking fund payments, which provides a steady inflow of 
cash; (d) the strengthening of the banking and credit system as a 
result of the experience in the great depression, with the resulting 
likelihood of panic conditions, bank runs, etc. greatly reduced. 

3. The rate at which Governments were pegged prior to April, 
1951—2.44 for longest Governments—was considerably below the 
rate of interest guaranteed on the reserves of life insurance policies 
sold in the past, and even below the rate guaranteed on the bulk of 
new policies currently being issued. More important, the pegged 
price for Governments was materially above that which would have 
prevailed in a free market. 

4. The availability of a record volume of new capital issues as 
a result of record levels of capital formation would have created an 
attractive yield spread between corporates and the pegged Govern- 
ments and would have caused institutions to sell Governments to 
make these corporate investments, even though the rate of the in- 
crease in their mortgage portfolios had slowed down. 

Thus, with Governments at a historically high percentage of 
assets, with the need for holding Governments for liquidity and safety 
purposes considerably reduced, with private outlets available in rec- 
ord volume, and with Governments pegged at a yield below the 
reserve interest requirements of both past and present insurance 
policies and below that indicated in a free market, powerful forces 
would have been at work to reduce holdings of Governments sub- 
stantially. Evidence of the strength of these forces is available in 
the continued liquidation of Governments after April, despite the 
considerably lower prices of government bonds. Long-term govern- 
ment holdings of insurance companies have now been reduced to a 
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level considerably below the immediate prewar levels. Consequently, 
it is my definite opinion that had the government continued its policy 
of pegging government bonds above the free market level, heavy 
institutional liquidation of Governments would have continued. 

As a matter of increased emphasis, I would like to stress that the 
really important act of the government was not the allowing of gov- 
ernment prices to fall below par—although this in itself required 
great courage and was a step in the right direction; the important 
step was the freeing of the market, i.e., the allowing of objective 
market forces to take over and determine, within the framework of 
an orderly market, the prices of government securities. 

Had the government merely dropped the price of Governments 3 
or 4 points and then pegged Governments at this new level, no really 
effective long-run step against inflation would have been taken. Ini- 
tially the sale of Governments at a loss with its consequent effect 
upon surplus would have slowed down sales considerably, but the 
effect of such a loss on surplus is primarliy an accounting concept 
and a largely superficial one. The fundamental concept, the eco- 
nomic one, is the spread between the yields of Governments and 
other obligations. If this spread is sufficient to more than offset the 
loss taken on Governments over the expected period of holding, 
taking into account relative risk factors, then a switch is indicated 
even though its immediate effect is to carry a loss to the surplus ac- 
count. The fundamental concepts will prevail with time and the 
superficial accounting barrier will tend to become less important. 

Thus, had Governments been pegged at a new level (but one 
higher than the free market rate) continued heavy selling of Gov- 
ernments would have taken place in my opinion. 

Under the system of pegging government bond yields above mar- 
ket levels the Federal Reserve system is made, in the words of Mar- 
riner Eccles, “an engine of inflation.” Such a policy completely vi- 
tiates any effective control over credit; thus, we had the ludicrous 
example of the Federal Reserve Board with one hand increasing 
bank reserve requirements in order to fight inflation and, with the 
other hand, supplying the necessary increase in required reserves 
to the banks by purchasing government securities from them. 

Under these conditions, the sale of government bonds by institu- 
tions was indeed inflationary because they found their way naturally 
to the highest bidder—i.e., the Federal Reserve—at a price pegged 
above the free market level. Under these conditions, it is my firm 
conviction that criticism of the sale of Governments by life insur- 
ance companies in particular—and institutions in general—is un- 








324 The Journal of Finance 


justified, misdirected, and fails to comprehend the importance of 
the fundamental driving competitive forces in our economy. When 
faced with given conditions under which an objective economic de- 
cision indicated a sale of government bonds in the face of an obvi- 
ously inflationary government credit policy, I personally believe that 
a life insurance management would have been derelict in its respon- 
sibilities to its policyholders and subject to justifiable criticism, if 
it had mot sold Governments. This point could be developed in detail 
but I have not the time here to do so. 

The obvious answer to the problem, and one realized by almost 
everyone save certain government officials, was to restore a rela- 
tively free market for Governments. Thanks to the statesman-like 
fight of the Federal Reserve and the Douglas Committee, this has 
now been accomplished, at least for the time being. Under this new 
set of circumstances, institutional selling of Governments is no longer 
inflationary because they no longer find their way to the Federal 
Reserve system. When a life insurance company wants to sell, it can 
only sell if it finds another buyer who is willing to pay a price satis- 
factory to the insurance company. Market forces take over and an 
equilibrium position is reached. The powerful forces toward contin- 
ued liquidation of Governments are held in check by market forces, 
and relative yields adjust themselves accordingly. Under these cir- 
cumstances, objective economic decisions of life insurance companies 
no longer contribute to inflation, and this is as it should be. 


VOLUNTARY CREDIT PROGRAM 


Dr. O’Leary points out “that it must be acknowledged that the 
Program was launched under highly favorably circumstances in 
which there already existed a scarcity of supply of capital funds 
because of the Treasury exchange offering of 2} per cent bonds 
and the unpegging of government security prices.” I fully agree with 
this statement. Although I realize it is impossible under the circum- 
stances to measure the exact effect of the Program as against other 
measures taken, I would venture to state that by far the greatest 
part of the effect has been achieved by the freeing of the govern- 
ment market, and that the effect of the Voluntary Credit Program 
has been a relatively minor factor. I also feel that had the govern- 
ment not changed its basic pegging policy, the chances of success of 
the Voluntary Credit policy would have been quite slim. 
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WiLt1AM E. DUNKMAN:* My remarks shall bear on the papers 
read by both Dr. Norris and Dr. O’Leary. Except for my final point, 
I have little to criticize in these fine presentations of the effects of 
credit restrictions in the fields with which their authors are thor- 
oughly familiar. Even this criticism is not directed at the program’s 
chief speakers alone but rather at economists in general. 

I have read and listened to the papers with the intent of learning 
the lessons which this latest experience in credit restriction has 
taught. These lessons appear to be four. 

The first lesson appears to be that the general restrictions (i.e., 
those aimed at tightening the reserve base) were more effective than 
the selective controls. Some doubt seems to be expressed that the 
selective controls would have been effective at all had there not been 
a general restriction. 

Secondly, we seem to have learned that the effectiveness of the 
general controls depended largely on the reduced availability of 
loans. The reduced availability of loans stemmed from three causes: 
(1) The realization that United States securities were not cash. Sale 
of government securities was the underlying source of funds for 
post-war and pre-Korean loan expansion. Now, the loss on sale of 
Governments becomes a deterrent to such shifts. (2) The new inter- 
relation of interest rates reduced the attractiveness of non-govern- 
ment investment and loan outlets. It should be noted that these ef- 
fects will wear off as other rates rise except to the extent that other 
rates are fixed by government regulation. Dr. O’Leary, for example, 
mentioned the effect of higher returns on federal securities on the 
attractiveness of mortgage loans guaranteed by the Veterans Ad- 
ministration. (3) Both speakers, as well as other commentators, 
emphasize the effects of the Voluntary Credit Control Program.’ 
Although this program is not related to the general restrictions which 
operate on the reserve base of the banking system, it is another type 
of restriction which reduces the availability of loans. 

The third lesson to be learned is apparently that higher interest 
costs to borrowers are not a major influence in restricting loans. At 
least neither speaker analyzed these effects. However, they may 
perhaps be excused from discussing the actions of borrowers as their 
assignments had to do with the effects on lenders. Nevertheless, it 
seems to me altogether fitting that this point was neglected because 


* University of Rochester. 


1. See for example, Monthly Review (Federal Reserve Bank of Cleveland, Sep- 
tember, 1951) and Federal Reserve Bulletin (November, 1951). 
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many opponents of general types of restrictive policies, being unable 
themselves to find reasons why higher interest costs should deter 
borrowers, have concluded that credit restriction is ineffective. They 
have entirely overlooked the cogent effects on the availability of 
loans which this morning’s speakers have outlined.” 

The fourth lesson to be learned (or perhaps relearned) is that the 
effects of credit restriction are not easily measurable. For example, 
while it may be assumed that declining prices for government securi- 
ties were a deterrent to their sale by life insurance companies to en- 
able them to make real estate loans, Dr. O’Leary pointed out that 
considerations of portfolio balance were also a factor in the reduced 
real-estate lending by these institutions. He also discussed the effects 
of the anticipation of the issuance of Regulation X as blurring the , 
actual restrictive effects of this type of credit restriction. Dr. John- | 
son raised the question of the extent to which the reduced borrowing 
was a result of credit restriction and how much resulted from the 
“lull” in business. (It might also be asked, ““To what extent was the 
lull a result of the credit restriction?”) Other factors which add to 
the difficulty of measuring the effects of the restrictive policies are 
brought out in the Monthly Review of the Federal Reserve Bank of 
Cleveland.* These additional restrictive factors were the export of 
gold and the Treasury surplus. 

Finally, there appears to be an unexplored area of the effects of 
selective controls directly on borrowers. One might have hoped that 
the speakers would be in a position to tell how many prospective 
buyers were deterred by the new terms established for real-estate 
loans by Regulation X or for consumer durables by Regulation W. | 
But as indicated in my opening remarks, this is not alone a criticism 
of the speakers, it is rather a challenge to economists generally. Can 
techniques of research be devised to answer such questions? Cer- 
tainly when Congress changes by law the minimum down-payment 
on a $5,000-$7,000 home from 7.1 per cent to 4 per cent, or the 
maturity on an automobile loan from fifteen to eighteen months, 
more knowledge of the effects of these requirements on borrowers | 
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is desirable than appears to be available at present. 

The conclusion to be drawn from these lessons is that the most 
effective means of halting a clearly inflationary expansion of bank 
deposits is the refusal of the Federal Reserve authorities to permit an 
unlimited expansion of bank reserves. The success of such a policy 


2. This is not to say that higher interest rates have no effect on borrowers. The con- 
census of the literature on this subject seems to be that borrowers for long terms such 
as housing, public utilities, municipalities, etc., are deterred by higher rates. 

3. Op. Cit. 
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does not depend solely on the restraint which higher interest rates 
exert on borrowers. Rather, the inability of the financial system to 
increase loans without limit brings into operation many techniques 
which reduce the availability of credit. The extent to which borrow- 
ers may be deterred by higher interest rates is uncertain, but is an- 
other force working to reduce credit expansion. Similarly, the effects 
of selective controls are not easily measured, but where individual 
loan markets can be clearly identified as especially inflationary, the 
use of such controls is a useful supplement to general restriction of 
the reserve base. 


Burton C. HALLOWELL:* Studies of the effects on life insurance 
companies and commercial banks of recent credit and debt manage- 
ment policies are important not only in themselves but also for the 
lessons they teach for monetary policy. Monetary thinking has 
stressed increasingly the effectiveness of general credit policy, partic- 
ularly open market operations, in controlling the availability of 
credit. The lender has been spotlighted, whereas traditionally tighten- 
ing or loosening credit was expected to influence the economy mainly 
via the decisions of borrowers and savers. Small changes in the direc- 
tion or in the magnitude of interest rates or in investors’ uncertainty 
and expectations have been considered as having a considerable im- 
pact on lender behavior. Policies involving these elements have been 
followed since the war. It is believed by some that reliance upon 
effective small changes may provide a basis for erecting a more per- 
manent bridge between the Federal Reserve and the Treasury. Using 
Dr. O’Leary’s paper as a springboard, I propose to make three ob- 
servations concerning the significance for this type of monetary 
policy of the recent experience, since Korea, with respect to life 
insurance companies. 

My first observation concerns the effect on life companies of the 
injection of uncertainty into the government securities market that 
occurred between August 18, 1950, and the March, 1951, unpegging. 
August 18 was the date (as Mr. Johnson indicated) on which the 
Board of Governors of the Federal Reserve System and the Treas- 
ury issued statements which indicated sharp disagreement as to 
proper monetary policy. It is safe to say that these announcements 
injected a degree of uncertainty into the market that had not been 
present since the Korean conflict started.’ This uncertainty probably 

* Wesleyan University. 


1. I make no assumption here that the August 18 announcements were intended as 
an experiment in controlled uncertainty. 
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fluctuated in degree during the fall and was intensified in January 
and February, 1951. 

What was the effect on life insurance companies? Sales of United 
States Governments by life insurance companies during the first half 
of 1950 were distributed among most all maturities. During July and 
August life insurance holdings of the longest government maturities 
actually increased. Thereafter through February, 1951, holdings of 
long-term Governments were liquidated and holdings of Govern- 
ments with maturities less than one year increased sharply. Dr. 
O’Leary mentions this build-up of short-term government securities 
and attributes it exclusively to the heavy forward commitments 
being assumed by the life insurance companies. This no doubt ex- 
plains a large part of the move to shorter maturities, but I doubt it 
accounts for all of it. Uncertainty needs be given some weight. It 
does not seem reasonable to assume that the urge for short maturities 
would have been so great, if certainty concerning the 2} per cent 
long-term rate had prevailed. The growing forward commitments 
and uncertainty taken together tended toward sales in the long gov- 
ernment maturities to build up holdings of short maturities. While 
these factors in themselves probably did not add net to Federal 
Reserve holdings of Governments, they contributed to downward 
pressure on long-term government bond prices. Uncertainty can 
work for and against monetary policy. 

My second observation concerns the measures arising out of the 
March, 1951, “Accord.” The objectives of these measures in so far 
as the life insurance companies were concerned presumably was to 
reduce the volume of their lending to no more than their cash flows 
and to direct their lending into defense and defense-supporting 
projects. Were these objectives reached? The papers indicate that 
taking into account the Voluntary Credit Restraint Program and 
Regulation X, progress has been made in diverting funds to defense 
and defense-supporting projects. Furthermore, forward commitments 
have been brought more nearly into accord with cash flows. 

However, several months have been required to make the effects 
felt. Some lag must be expected. Capital losses can be reduced by 
selling shorter government maturities or perhaps even non-Govern- 
ments instead of long Governments, and the Federal Reserve will 
find it expedient to make some purchases to maintain an “orderly” 
market. This possibility may not have been given sufficient weight 
by those who felt insurance companies unusually vulnerable to capi- 
tal losses. In part, however, the length of the lag perhaps can be 
attributed to unfortunate timing on the part of the monetary authori- 
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ties. Dr. O'Leary suggests this in the last sentence of his paper. Had 
the measures taken in March been instituted say in the early fall or 
late summer of 1950, the volume of new commitments taken on by 
life insurance companies would have been restrained and the rise in 
high-powered dollars in part avoided. Timing of monetary policy 
is an important element in securing quick results. 

My third observation concerns Dr. O’Leary’s statement that one 
lesson from experience with Regulation X is that “general credit con- 
trols can take hold much more promptly than selective credit con- 
trols.” This judgment, it seems to me, cannot necessarily be drawn 
from recent experience. It is based on at least three assumptions, 
some of which may not hold in future applications of Regulation X. 
These are: (1) that commitments in existence when the regulation 
is placed in effect will be exempted; (2) that the lag between initial 
consideration and placing into effect of the regulation will be long 
enough to permit a large build-up of commitments in anticipation 
of tighter terms; and (3) that the terms of the regulation will not be 
severe. I am inclined to believe that the promptness of response to 
selective credit measures depends on a number of factors all of which 
did not operate in our recent experience with Regulation X. 


RoLanp I. Rosinson:* The factual recital and the temper of Mr. 
Johnson’s paper are, I believe, generally right. It applauds the end 
of the rigid government security pegs and approves the subsequent 
moderation in credit policy. But a reappraisal of the chronology of 
events in this paper can lead to rather different conclusions. Within 
our limits of time and space I can only do this suggestively. 

1. If the chronology were extended back a bit further it would 
have covered the Treasury refundings in the fall of 1949 when that 
agency brought the Federal Reserve to heel by announcing the terms 
of refunding for a considerable period in advance. The significance 
of this was that the Federal Reserve was thus forced to follow the 
Treasury line in order to avoid the possibility of a Treasury financing 
“failure.” This technique still is being employed and may turn out 
to be the principal weapon by which the Treasury ultimately forces 
Federal Reserve capitulation. 

2. This paper suggests that the mildly restrictive credit policy of 
1951 was the major factor halting inflationary developments during 
that year. This may be giving more credit than is due. While the 
effects of the unpegging were certainly salutory, many other forces 
were tending to slow down inflationary developments. Time does not 
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permit a canvass of the alternatives, but many other factors certainly 
contributed to the 1951 story. The considerable improvement in 
liquid saving was such a leading factor; one that probably was only 
remotely connected with credit restriction. 

3. While it might be too harsh to characterize the tone of this 
paper as “complacent” it seems to be satisfied with the movements 
of commercial bank credit during 1951. The contrary view can be 
taken that with all the restraining factors working there was still 
far too much credit expansion during the year. Commercial banks 
and other financial institutions may take a proper pride in the fact 
that the Voluntary Credit Restraint Program, which so many mis- 
trusted, turned out to be quite effective. And the effects of the un- 
pegging helped to enforce the other restraints that operated on credit. 
But there are some sobering aspects of the 1951 credit story. Every- 
one admits that the credit expansion in the fall of 1950 was lamen- 
tably great. Nevertheless, during the year 1951 the expansion appears 
to have been just about as great as in 1950 as a whole. That this was 
a poor record goes without challenge. It 4ppears that credit demands 
were too great to have been dealt with by policies of “moderate” 
credit restraint. If monetary policy is going to play a major role in 
the fight on inflation, its advocates must be prepared to see more 
hardening of rates than has already taken place. 


























RECENT DEVELOPMENTS AT HOME AND 
ABROAD IN BUSINESS FINANCE 


DEFERRED DEPRECIATION—A CANADIAN 
ANTI-INFLATIONARY MEASURE* 


MITCHELL W. SHARP 
Department of Trade and Commerce, Ottawa 


I. ORIGIN AND PURPOSE 


In HIS BuDGET SPEECH to the Canadian House of Commons on 
April 10, 1951,’ the Minister of Finance, Honorable Douglas Abbott, 
announced a plan of an unusual kind to discourage less essential 
forms of capital expenditure. This plan is generally referred to, 
although somewhat loosely, as “Deferred Depreciation.” 

In concept, the approach is essentially simple and must have oc- 
curred from time to time to others, not only in Canada but elsewhere, 
who have been concerned with the same problems. If an accelerated 
rate of write-off for tax purposes is an effective means of stimulating 
capital expenditure, then why should not deferral of write-off be an 
effective means of discouraging such expenditure? As far as can be 
ascertained, however, the Canadian government is the first to put the 
idea into effect on a comprehensive scale* for the avowed purpose of 
restraining inflationary pressures. 

The setting of the problem and the reasoning which led the Ca- 
nadian Government to adopt this novel plan are set forth in the 
Budget Speech. 

* This article by Mitchell W. Sharp, and the following two articles by Robert P. 
Ulin, and Philip D. Bradley, with discussion by H. Frederick Hagemann, Jr., were 
presented at a meeting of the American Finance Association in Boston on December 
29, 1951. The general subject discussed at the session was “Recent Developments at 
Home and Abroad in Business Finance.” The program was under the chairmanship of 
Charles C. Abbott, Harvard University. 

1. Cf. House of Commons Debates, 1951, Vol. II, pp. 1808 and 1809. 

2. A measure with objectives similar to the Canadian scheme but using a somewhat 
different technique is the forthcoming suspension in the United Kingdom, effective 
April 6, 1952, of “initial allowances” of 40 per cent of the cost of plant and machinery 
and 10 per cent of the cost of industrial buildings for the first year of use (cf. Budget 
Speech of the Chancellor of the Exchequer, April 10, 1951). Initial allowances were 
made available to all business enterprises in 1945 “as a means of stimulating re- 
equipment and modernization.” Unlike the Canadian provisions, therefore, the changes 
in depreciation allowances in the United Kingdom will entail the withdrawal of tax 


concessions rather than the deferment of normal depreciation, and moreover will apply 
to industry as a whole including concerns producing defense supplies. 
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Ever since the close of World War II, capital investment in Canada 
has been at unprecedented levels, each successive year establishing 
a new record. When the budget proposals were under consideration, 
the government had before it a survey of investment intentions for 
1951, which indicated that the business and industrial community 
was planning for another 15 per cent increase in capital investment 
above 1950." Subsequently, the mid-year survey, taken in June, raised 
the 15 per cent increase to 25 per cent.* 

Such capital expenditures are difficult to hold within bounds and 
to influence in the right direction. Taxation, monetary, and credit 
policies, which have been employed with considerable vigor in Can- 
ada, are having a restraining effect.” But a large proportion of busi- 
ness corporations in Canada are still in a highly liquid position, and, 
to that extent, are less affected by these financial measures.* While 
higher rates of corporation tax can be used to drain off substantial 


3. Cf. Private and Public Investment in Canada, Outlook 1951 (Department of 
Trade and Commerce, Ottawa, 1951). New Business investment in 1951 was estimated 
at $2,635 million compared with $2,293 million in 1950 and $2,130 million in 1949. Out- 
lay on machinery and equipment was considered likely to reach $1,576 million as 
compared with $1,363 million in 1950 and new construction $1,059 million against $930 
million in 1950. 

4. Cf. Private and Public Investment in Canada, Mid-Year Survey i951 (Depart- 
ment of Trade and Commerce, Ottawa, 1951). This survey indicated that new invest- 
ment expenditures of business in 1951 were likely to total around $2,855 million, of 
which $1,749 million was expected to involve outlay for machinery and equipment and 
$1,106 million for construction. 

5. In the budgets of September, 1950, and April, 1951, corporation income taxes 
were raised from 10 per cent on the first $10,000 to 15 per cent, and from 33 per cent 
on the remainder of the income to 45.6 per cent. In addition to federal corporation 
taxes there are provincial taxes of 5 per cent in eight of the provinces and 7 per cent 
in the other two. Government action in the field of monetary control since the out- 
break of hostilities in Korea has included: (1) measures of the Bank of Canada to 
restrict the reserves of the chartered trading banks; (2) the raising of the Bank’s redis- 
count rate from 14 per cent to 2 per cent, October 17, 1950; (3) sale of short-term 
securities by the Bank to neutralize the effects of the large inflow of capital, especially 
in the late summer and fall of 1950; (4) freeing of the Canadian dollar to find its own 
exchange rate, September 30, 1950; (5) consultation between the Bank of Canada and 
the chartered banks, February 14, 1950, as a result of which the latter agreed to refrain 
in general from making term loans or buying corporate securities with a term of one 
year or longer and to tighten lending practices on ordinary commercial loans, loans to 
purchase securities, and loans secured by instalment paper (cf. Statement Issued by the 
Bank of Canada, Ottawa, February 22, 1951). As a result largely of the action taken 
by the Bank of Canada and the chartered banks, total loans of the latter which had 
increased by 13 per cent in the last quarter of 1950 rose 7 per cent in the first quarter 
of 1951, 1 per cent in the second quarter and less than one-half of 1 per cent in the 
third quarter. The imposition of consumer credit controls (cf. regulations in force at 
present established by Order in Council P.C. 150 of January 10, 1951 as amended by 
Order in Council P.C. 1249, March 13, 1951) and the tightening of government housing 
credit have also had a dampening effect on expansion. 

6. Cash and government securities in the hands of corporations at the end of the 
1950 taxation year were about 14 per cent higher than at the same period of the previ- 
ous year. There are strong indications that these reserves have been drawn on to 2 
considerable extent in 1951 to finance capital expenditures 
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amounts of corporate profits, they should not, in the government’s 
view, be pushed to the point where they “would do grave damage 
in the longer run to the economy as a whole.” Physical controls on 
the distribution of steel and related controls place considerable re- 
straint on less essential capital investment,’ but they do not affect 
many kinds of investment which might be postponed in order to make 
way for investment which contributes directly to the defense pro- 
gram or to essential productive enterprise.° 

It was also recognized by the Minister that high rates of corporate 
taxes in a period of high profits can have effects opposite to those 
intended. There is the businessman, he pointed out, whose decision 
to make a capital expenditure “is strongly influenced by the expec- 
tation that he can write off a large fraction of his cost at a time when 
profits and tax rates are abnormally high, particularly if it is a kind 
of investment with uncertain profit-making possibilities six or eight 
years hence.” 

“What we need,” Mr. Abbott said, “is a stiff financial deterrent 
that will affect particularly the businessman who is considering the 
kind of investment which is attractive, not only because of its long- 
term soundness, but because it can be written off out of the expected 
high profits of the next few years at a time when he expects the rate 
of corporation income tax to be abnormally high.” 

“To provide this deterrent it is proposed to defer for a period 
of four years the right to charge depreciation on all capital assets 
acquired after April 10, 1951,” with certain important exceptions. 

This is the general argument. Before entering into a description 
of the regulations, it may be useful, as a background, to explain the 
Canadian system of capital cost allowances for tax purposes. 


II. THE CANADIAN SYSTEM OF CAPITAL Cost ALLOWANCES 
A. NORMAL CAPITAL COST ALLOWANCES 


Section 11 of the Income Tax Act® permits the deduction from in- 
come of “such part of the capital cost to the taxpayer of property, 
or such amount in respect of the capital cost to the taxpayer or 
property, if any, as is allowed by regulation.” Such regulation may 


7. Cf. for example Minister's Order No. 3 (Steel) of February 9, 1951, passed under 
authority of the Essential Materials Act and later the Defence Production Act, which 
prohibits the acquisition of steel without special permission for construction of 
theatres, merchandising establishments, hotels, advertising signs, office buildings, and 
similar comparatively non-essential structures. 

8. For example, firms which are unable to obtain structural steel for construction 
purposes are in some cases substituting cement blocks or reinforced concrete rather 
than postpone their investment plans. 

g. 11-12 Geo. VI, chap. 52. 
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be made with the approval of the Governor-in-Council, that is, the 
Cabinet. 

It is under this provision that an allowance is granted for what is 
commonly known as “depreciation.” In fact, Canadian income tax 
legislation, in effect prior to 1949, allowed a deduction in respect of 
depreciation per se. In the present legislation, however, the govern- 
ing principle is the amortization of cost of depreciable assets.’® 

The main characteristics of this new system are: 

a) An annual deduction is allowed for the capital cost of an asset 
whether or not it is being used in earning the income from the busi- 
ness. As I shall indicate later, this characteristic of the system greatly 
facilitated the operation of the “Deferred Depreciation” plan. 

6) A “recapture” provision, designed to insure in effect that the 
deductions in amortizing the cost of an asset shall not exceed the 
proven cost of the asset to the taxpayer. When a taxpayer realizes 
a value from the sale or other disposition of a capital asset, the 
amount so realized must be offset against the capital cost allowance 
which he may claim in the future against assets of that class. 

c) Assets for which capital cost allowances may be made are 
grouped into main classes, each of which has a specific rate. This 
system replaced numerous separate rates for individual types of de- 
preciable assets. At the present time there are fourteen general classes 
carrying rates which vary from 4 per cent to 100 per cent. In general 
the rate for buildings is either 5 per cent or 10 per cent and for most 
types of industrial equipment is 20 per cent." 

d) A diminishing balance system of amortization replaced the 
straight-line method which had been in effect prior to 1949. At the 
same time rates of write-off were approximately doubled. This has 
the effect of allowing a more rapid write-off in the initial period after 
acquisition when presumably, under present circumstances, prospects 
for profitability of capital expenditures made are particularly favor- 
able. 

10. Cf. Income Tax Regulations, Order in Council P.C. 6471, December 22, 1949, 
Section 1100, as amended. 

11. In the United States the portion of the depreciation to be set aside in any tax- 
ation year may be ascertained by any reasonable consistent plan, not necessarily by 
using a uniform rate. But no flexibility is allowed in low profit or loss years. The 
Bureau of Inland Revenue has compiled data on the probable useful life of the many 
types of depreciable property in use, and these are taken into consideration in review- 
ing the claims of taxpayers for depreciation. Diminishing balance rates of depreciation 
derived from the Bureau’s useful life data vary from 4 per cent to 100 per cent. Rates 
on buildings are either 4 per cent, 5 per cent, or 6 per cent: there is no special rate for 
frame buildings comparable to the 10 per cent rate for such structures which prevails in 
Canada. For machinery and equipment the composite industry rates vary between 4 per 


cent and 33 per cent but the majority fall into the range 8 per cent to 13 per cent, 
considerably lower than those permissible in Canada. 
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B. ACCELERATED CAPITAL COST ALLOWANCES 


In Canada tax concessions are a familiar device to stimulate capital 
expenditure.’* They were used extensively in the form of accelerated 
write-offs in World War II to induce war industries to make invest- 
ment which they would otherwise have hesitated to make because of 
uncertain profitability following the conclusion of hostilities.** Spe- 
cial depreciation was used again as a transitional measure in the post- 
war period.’* In the Budget of 1944 the government announced that 
depreciation might be charged at rates up to double normal rates on 
80 per cent of the cost of acquisition of approved industrial plant, 
providing that the project was approved by March 31, 1947, and 
completed or acquired before March 31, 1949. About two-fifths of 
all business investment and four-fifths of total manufacturing invest- 
ment undertaken in the transition period benefited from these special 
depreciation provisions.’” 

In February, 1951, a plan of accelerated write-off was introduced 
for plant expansion of a specialized type for defense production."® 


12. For example, under an amendment to the Income Tax Act in 1939 (3 Geo. VI, 
chap. 46, Section 17) business enterprises were, under certain conditions, permitted to 
deduct from the corporation tax that would otherwise be payable amounts not exceed- 
ing in the aggregate 10 per cent of capital costs actually incurred and paid in the 
period beginning May 1, 1939, and ending April 30, 1940, for the construction, installa- 
tion, betterment, replacement or extension of plant, machinery, and equipment. This 
deduction was to be spread equally over the three fiscal years following April 30, 1940, 
or under special circumstances over six fiscal periods ending April 30, 1946 (cf. Budget 
Speech of the Minister of Finance, April 25, 1039, House of Commons Debates, 1939, 
Vol. III, p. 3150). 

13. Cf. War Exchange Conservation Act, 1940, 4-5 Geo. VI, chap. 2, December 6, 
1940, as amended by 4-5 Geo. VI, chap. 29, June 14, 1941, which made special tax 
credits and/or special depreciation allowances available to companies embarking upon 
investment projects which, because of the uncertainty of returns, they would ordinarily 
be unwilling to undertake but which would help to increase Canada’s supplies of for- 
eign exchange. Cf. also Order in Council P.C. 4217, August 27, 1940, passed under the 
War Measures Act, which authorized and established machinery for the granting of 
accelerated depreciation in respect of capital disbursements for the production of war 
materials that appeared to “have no reasonable post-war value” or “capital expendi- 
tures incurred under a war contract.”, Private investment expenditures for which tax 
concessions (mostly special depreciation) were granted during the war period appoxi- 
mated $514 million. 

14. Introduced under an amendment to the Income Tax Act (10 Geo. VI, chap. 55, 
Section 5(1)(n) (ii) ). The reasons for instituting special depreciation during the transi- 
tion period are discussed by the Minister of Finance in his Budget Speech of June 26, 
1944 (House of Commons Debates, 1944, Vol. IV, p. 4182). 

15. During the period of operation of this scheme special depreciation was approved 
for anticipated expenditures of $1.4 billion covering 8,045 projects undertaken by 4,212 
companies. For the background, administration, and economic implications of the 
scheme, cf. Encouragement to Industrial Expansion in Canada, Operation of Special 
Depreciation Provisions, November 10, 1944—March 31, 1049 (Department of Recon- 
struction and Supply, Ottawa, 1948). 

_ 16. The intention to introduce this scheme was announced by the Minister of De- 
lence Production and Trade and Commerce on February 8, 1951 (cf. House of Com- 
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It applies to property acquired for defense production for which the 
Minister of Defence Production has issued a certificate. The under- 
lying principle is to allow additional annual write-offs over and above 
the normal rates on the amount of property so certified, subject to an 
upper limit. For some assets, including structures, the maximum ad- 
ditional annual write-off is 30 per cent of the amount certified (which 
is not necessarily, and in practice is seldom, the whole of the pro- 
posed investment), subject to the limitation that the additional de- 
ductions shall not exceed 70 per cent within a four-year period. For 
the “catch-all” group which carries a normal rate of 20 per cent, a 
maximum additional rate of an equal percentage may be deducted, 
subject to an upper limit of 50 per cent extra write-off within the 
four-year period. 

Accelerated write-off is being used in Canada quite sparingly and 
only in cases where expansion of defense capacity is urgently re- 
quired and would not proceed under private auspices without special 
inducement.’ Up to December 31, 1951, certificates had been issued 
for accelerated write-off for forty-five projects, mainly for the pro- 
duction of aircraft, steel, aluminum, and sulphur. Accelerated de- 
preciation relates to $109 million out of $158 million of expenditure 
being made by the taxpayers for the projects concerned and the ad- 
ditional write-off above normal depreciation over the next four years 
will be less than $53 million, assuming taxpayers take the maximum 
advantage of the special rates. 


III. DEFERRED CAPITAL Cost ALLOWANCES 
A. THE ORIGINAL ORDER 


Ordinarily, tax changes announced in the budget require parlia- 
mentary approval through amendment of the various tax acts. As 
already mentioned, however, the Governor-in-Council may issue reg- 
ulations under authority of the Income Tax Act, to fix the amounts 
which may be deducted from income in respect of capital cost of 
property. In announcing the deferment of capital cost allowances 
with respect to certain properties, the Minister of Finance, there- 





mons Debates, 1951, Vol. I, p. 180). Authority for the granting of accelerated depre- 
ciation was given in Order in Council P.C. 816, February 13, 1951, which amended the 
Income Tax Regulations (Order in Council P.C. 6471, December 22, 1949). 

17. The Minister of Defence Production and Trade and Commerce stated in the 
House of Commons on February 23, 1951, he was “hopeful that accelerated deprecia- 
tion will not be a factor in the coming period to the extent that it was during the war.” 
He explained that during the war “we had a great deal of building to do, the building 
of new plants and their equipment” whereas in the present period of rearmament “we 
start with a very strong industry” (House of Commons Debates, 1951, Vol. I, p. 631). 








fore 
whi 


(1) 
as | 
cost 
mer 
anc 


acq 
ina 
to U 
wer 
cep 
des 


par 
tha 
ren 


ind 


ing 
ties 
CoN 
the 
sir 
ne 











Deferred Depreciation 337 


fore, simply tabled a copy of the amendment to the regulations, 
which had already been approved by the government.'* 

The original Order in Council divided properties into three groups: 
(1) those which continue to be eligible for capital cost allowances 
as heretofore; (2) those which continue to be eligible for capital 
cost allowances, on certification of the Minister of Trade and Com- 
merce; (3) those which are not eligible for current capital cost allow- 
ances. 

Under the first heading, the largest class is, of course, properties 
acquired up to Budget Day, April 10, 1951. These were not affected 
in any way by deferment of write-off. Nor did the government wish 
to use the device to curtail house-building; so residential properties 
were exempted from deferment.’® For fairly obvious reasons an ex- 
ception was made in the case of properties acquired to replace those 
destroyed by fire, flood, lightning, or other acts of God. Partly for 
administrative reasons, i.e., to reduce the volume of applications, and 
partly because of the nature of their business, which closely parallels 
that of corporations which would be eligible on certification for cur- 
rent allowances, it was decided to exempt properties acquired by 
individual farmers, fishermen, and professional men. 

Finally, exemption from deferment or from the necessity of apply- 
ing for a certificate of eligibility applies to certain classes of proper- 
ties. The explanation of these exemptions is as follows. If a class 
covers items which would, in a high proportion of cases, qualify for 
the issuance of a certificate, then administration could be greatly 
simplified by exempting the whole class, and thus dispensing with the 
need for a certificate. This was the reason, for example, for the ex- 
emption of Class 2, which includes certain types of electrical gener- 
ating equipment and equipment used in the distribution of gas and 
water, and of Class 4 which includes property acquired by railway 


18. Order in Council P.C. 1778, April 10, 1951. 

19. In February, 1951, the Canadian government took steps to increase the equity 
required of prospective home owners and concerns contemplating construction of rental 
projects in order to keep the residential building program within the capacity of the 
construction industry (cf. House of Commons Debates, February 5, 1951, pp. 69 and 
70). However, in announcing this action the Minister of Resources and Development 
stated that the government “will continue to attach a high order of importance to 
housing and emphasize it to a degree second only to the direct defence programme 
itself.” In May, 1951, housing starts were 14 per cent below the same period of 1950, 
partly as a result of the restriction of credit. Further action to curtail residential con- 
struction was therefore not deemed necessary. During summer and fall housing starts 
declined substantially, surpluses of construction material and some unemployment 
among construction workers followed. By November, 1951, the Canadian government 
announced an easing of housing credit provisions, mainly by reducing equity require- 
ments for defense workers’ housing and non-defense workers’ housing, the latter in 
cases of controlled end-sales prices. 
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systems. Also included in the exemptions are classes of properties 
which carry very high rates of depreciation. It was considered un- | 
reasonable to defer write-off on articles with a short life-expectancy, | 


i.e., items which carried rates of 30 per cent or over. This removed 
from the application of deferment such items as automotive equip- 
ment, dies, jigs, and patterns. Nor would any anti-inflationary pur- 
pose have been served by deferring the tax write-off of intangibles 
such as patents, franchises, concessions, and so forth included in 
Class 14. 

I come now to those properties which are eligible for current allow- 
ances on certification by the Minister of Trade and Commerce. These 
fall into two categories: (1) a property acquired for the fulfilment 
of a defense contract or subcontract or for a purpose which con- 
tributes to the defense of Canada; (2) a property acquired by a tax- 
payer for carrying on certain businesses. 

As to the first of these categories for which certificates may be 
issued, the Minister of Trade and Commerce, the Right Honorable 
C. D. Howe, said in explanation, ““The Government does not wish to 
discourage in any way capital expenditures which will enable Ca- 
nadian industry to build up its productive facilities to meet Canada’s 
defence needs. Moreover, in some cases the investment may have a 
use limited to the defence period and it would be inequitable to defer 
capital cost allowances for four years.”*° 

In the second category is a group of basic industries, covering pri- 
mary industries such as farming, fishing, mining, logging and lum- 
bering, industries engaged in the processing of raw materials, and 
enterprises providing a utility such as transportation and power or 
hospital service. Certificates of eligibility may be issued, and it was 
made clear from the outset, would be issued, for property acquired 
by these industries, unless the property is a hotel property, is to be 
used primarily for office space, commercial or financial services, 
wholesale or retail trade or for renting other than as a residence. 

The decision to exempt these basic industries is a reflection of the 
importance which the Canadian government attaches to increasing 
the productive strength of the country and to expanding Canadian 
capacity to supply strategic materials and primary foodstuffs for use 
in the defense effort of the free world.”' 

20. House of Commons Debates, April 12, 1951, Vol. II, p. 1941. 

21. Discussing the Canadian defense effort in the House of Commons, February 8, 
1951, the Minister of Defence Production and Trade and Commerce pointed out that 


“for Canada preparedness is a many-sided problem.” In addition to supplying arms and 
equipment to North Atlantic Treaty allies, Canada was, he said, “endeavouring to build 
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Properties which are not exempted and in respect of which a cer- 
tificate of eligibility cannot be obtained are subject to deferment of 
allowances for a period of four years, i.e., the taxpayer cannot claim 
in the fiscal year of acquisition nor in the three subsequent years. 
In the fifth year, he may charge the allowance that would ordinarily 
have been allowed in the first year. In effect, therefore, the period 
of write-off is moved ahead four years. The Canadian system of capi- 
tal cost allowances permits depreciation to be charged even though 
the particular assets may no longer be in use by the taxpayer. 


B. THE FIRST AMENDMENT TO THE ORDER 


From the outset, there were two main causes of complaint against 
the new regulations. The first was that properties in existence on 
April 10, 1951, and which merely changed hands should not be sub- 
ject to deferment of write-off. The other was that deferment should 
not apply to properties which the taxpayer was obligated to acquire 
on April 10, 1951. 

In the first amendment to the original order made on June 26, 
1951,”* the government went some distance, but not the full way to 
satisfy the first of these criticisms.7* Property acquired by inherit- 
ance was exempted from deferment. Property depreciable when the 
original order first came into effect, which was later transferred to a 
related person or corporation, was likewise exempted. This would 
include the incorporation of a sole proprietorship or partnership. In 
addition the purchaser of a business, if he acquired all the depre- 
ciable property of that business, could apply to the Minister of Trade 
and Commerce for a certificate entitling him to exemption from de- 
ferment. 

There were also a few technical amendments which are of minor 
interest in a paper of this kind. 


Cc. THE SECOND AMENDMENT TO THE ORDER 


The second amendment, made on November 27, 1951, dealt with 
a property which the taxpayer was obligated to acquire on April 10, 





up productive facilities and to increase the supplies of many of the vital raw materials 
upon which the whole defence effort of the democratic world depends” (House of 
Commons Debates, 1951, Vol. I, p. 183). 

22. Order in Council P.C. 3237, June 26, 1951. 

23. The Minister of Defence Production and Trade and Commerce, speaking in the 
House of Commons of the government’s decision not to grant exemption from defer- 
ment to all properties which had changed hands, explained that “the problem is exceed- 
ingly complex because of the ease with which a change if it were adopted could be 
used to circumvent the purpose of the regulations” (House of Commons Debates, June 
28, 1951, p. 4817). 
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1951.** It enables the Minister of Trade and Commerce to issue cer- 
tificates entitling the taxpayer to exemption from deferment where 
he is satisfied that the taxpayer was obligated to acquire the property 
on April 10, 1951. The test in the case of a new structure is that con- 
struction had already started on that date, or that the taxpayer had, 
by that date, entered into a contract to commence construction. In 
the case of property other than a structure, e.g., machinery and equip- 
ment and an existing building, the test is the existence of a contract 
dated not later than April 10, 1951. A certificate of eligibility is issued 
when the new structure is completed, which must be before April 1, 
1953, in accordance with plans and specifications in existence on 
April 10, 1951 or, if not a new structure, when the property has been 
acquired. 
IV. THE ISSUANCE OF CERTIFICATES 


In Canada, the Minister of Finance is responsible for recom- 
mending to Parliament proposals for tax changes. The Minister of 
National Revenue is responsible for collection and administration. 
Under the deferred depreciation plan, the Minister of Trade and 
Commerce is responsible for the issuance of certificates of eligibility 
entitling the taxpayer to exemption from deferment. The Minister 
of Trade and Commerce was intrusted with this responsibility be- 
cause of his position as the head of the department of government 
most directly concerned with civilian trade and industry, and prob- 
ably because Mr. Howe, who is the present Minister of Trade and 
Commerce, is also Minister of Defence Production and responsible 
as such for certificates entitling the taxpayer to accelerated write-off 
for high-priority defense projects. 

As already described, the original order and its amendments au- 
thorize the Minister of Trade and Commerce to issue certificates of 
eligibility for the following properties: (1) those acquired for the 
fulfilment of a defense contract or subcontract or for a purpose which 
contributes to the defense of Canada; (2) those acquired by a tax- 
payer for carrying on certain businesses, mainly basic industries and 
utilities; (3) those acquired by a taxpayer in the purchase of an 
existing business, the assets of which were depreciable property of 
the seller on April 10, 1951; (4) those which the taxpayer was obli- 
gated to acquire on April 10, 1951. 

24. Order in Council P.C. 6384, November 27, 1951. This question had been under 
consideration by the government since June when the Minister of Defence. Produc- 


tion and Trade and Commerce stated that “the Government will not be able to go as 
far as some taxpayers would wish” but that “it should be possible to work out some- 


thing that would give a measure of relief” (House of Commons Debates, June 28, 1951, 


p. 4817). 
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Whether a taxpayer is entitled to a certificate of eligibility under 
the third or fourth of these groups depends upon facts which are 
more or less easily ascertainable. It was necessary, however, because 
of the broad language of the regulations, to lay down certain guiding 
principles in the issuance of certificates where a defense contribution 
is claimed or where claim is made that the properties are for the pur- 
pose of carrying on one of the listed businesses. 

The regulations authorize the issuance of a certificate of eligibility 
“in respect of a property acquired for the fulfilment of a defence con- 
tract or sub-contract.” This is capable of varying interpretations. 
In a statement in the House of Commons two days after the Budget, 
Mr. Howe explained the policy that would be followed: “Before a 
certificate is granted, it will be necessary for the taxpayer to give evi- 
dence that the defence contract cannot be fulfilled unless the property 
in question is acquired.”*° Mere acceptance of a contract does not 
entitle the taxpayer to a certificate for the property he acquires while 
fulfilling the contract. It was recognized from the outset that unless 
fairly rigid tests were applied, contracts might be accepted in order 
to obtain certificates of eligibility and even though there was ade- 
quate capacity in the plant or elsewhere in the industry to meet 
defense needs. 

Certificates may also be issued with respect to properties acquired 
by the taxpayer for a purpose which contributes to the defense of 
Canada. These words have a broader meaning still. They were in- 
cluded to enable the Minister of Trade and Commerce to issue a cer- 
tificate for defense-supporting projects, i.e., projects which, although 
not undertaken for the fulfilment of specific defense contracts or sub- 
contracts, are nevertheless important as a means of increasing sup- 
plies of some material or commodity needed in the defense program 
or of supplying some service closely related to the defense effort. 
“Such certificates,” said the Minister, “will be issued only in excep- 
tional cases,”** and this has been the practice. 

In the consideration of applications which have a defense impli- 
cation, advice is sought from the Department of Defence Production 
and from others in the government service who have specialized 
knowledge about the defense program. 

While the issuance of certificates, on grounds of contribution to 
defense, calls for a greater exercise of judgment, some problems of 
interpretation have also arisen in connection with the certification 
of properties acquired for the purpose of carrying on the businesses 


25. House of Commons Debates, April 12, 1951, Vol. II, p. 194. 
26. Ibid. 
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listed in the order. An example will illustrate one of the more im- 
portant problems. Properties acquired for the purpose of carrying on 
the business of operating a sawmill may qualify for a certificate. But 
where does a sawmill end and a factory for the manufacture of doors 
and windows begin, both of which are being operated as part of the 
same business under the same roof? On the principle that exemption 
was intended to be for primary production, the sawmill operation 
has been interpreted as extending as far as the production of flat 
dressed lumber but no further. 

In Table 1 is given a summary of certificates issued up to Decem- 


TABLE 1 

Amount 

Number $ Millions 
Subsection 5—defense rene ; 4 114 $ 61.7 
Subsection 6—basic industries ............... aaiy es 433 $301.7 
Subsection 8—purchase of existing business 28 $ 5.4 
Subsection 9—commitments as at April 10, 1951 13 $ 06 
Total , ; ; - ; .. 588 $369.4 


ber 31, 1951. In the same period 303 certificates have been denied 
covering properties valued at $39 million. 

These figures, of course, do not indicate the results of the policy. 
Many applications for properties already acquired or to be acquired 
have not yet been made which will certainly qualify for certificates. 
Many taxpayers who could not possibly qualify for a certificate under 
the regulations have either decided not to go ahead with their plans 
or to accept the penalty of deferment without attempting to obtain a 
certificate. 

V. A PRELIMINARY ASSESSMENT 


Some six months have passed since Mr. Abbott surprised the 
House of Commons and the Canadian business world by announc- 
ing his novel plan for discouraging capital expenditure. Before at- 
tempting to evaluate results, it may be useful to restate the objec- 
tives. 

The stated purpose of the plan is to deter less essential forms of 
capital expenditure. It is selective in two directions. First, in the 
order itself, certain forms of capital expenditure are exempted from 
deferment of write-off, either automatically or on certificate. The 
most important of these are capital expenditures for defense and 
related purposes and for the expansion and modernization of basic 
industries required to strengthen the industrial fabric of the coun- 
try. The remainder are subject to deferment of write-off for four 
years. Faced with this deferment, the taxpayer must decide whether 
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to accept the penalty and proceed with his expenditure or to change 
his plans. This is the second stage of selection—a form of natural 
economic selection involving the survival of the fittest. 

Because a particular expenditure does not qualify for exemption 
or for a certificate does not mean that it is considered by the govern- 
ment to be less essential. Deferment of capital cost allowances is, 
in fact, a means by which the government avoids having to make 
decisions as to the relative essentiality of various kinds of invest- 
ment. That decision is made by the taxpayer himself.** 

Deferment of capital cost allowances has a triple effect on the tax- 
payer contemplating a capital expenditure. First, it removes the posi- 
tive inducement to make such an expenditure produced by high cor- 
poration tax rates combined with the diminishing balance system of 
capital cost allowances. Secondly, it adds to the economic uncertain- 
ties surrounding the proposed investment by postponing the write-off 
for tax purposes. Thirdly, it imposes a prospective drain on working 
capital. 

The deterrent is at a maximum on projects of uncertain long-run 
value which the taxpayer thought he might undertake in anticipation 
that the business as a whole would be earning high profits during the 
present period of high tax rates. In particular, it is likely to affect 
capital expenditure on frills and gadgets and on the kind of “dressing- 
up” of stores and offices that might be a doubtful proposition were it 
not for the fact that a good proportion of the cost could be charged 
against taxes. But the effects are not confined to these “tax-induced” 
expenditures. The taxpayer is compelled to give primary attention 
to the long-term prospects of every proposed capital expenditure 
affected by the deferment. He must look at profit possibilities beyond 
the period of deferment. 

This is true whether the project is to be financed from within the 
business or with outside financial participation. Where outside financ- 
ing is required, it must also be taken into account that the ability to 
meet current amortization charges is affected by the deferment of 
tax write-off. Even in the short period during which the plan has been 
in operation, a significant number of cases have been brought to the 
attention of the administration where a decision to lend or not to lend 
was said to depend upon a ruling as to the eligibility of the prospec- 


27. The Minister of Trade and Commerce explaining the scheme in the House of 
Commons, April 12, 1951, pointed out that “in administering these regulations neither 
the Department of Trade and Commerce nor any other department of government is 
making a decision as to whether or not any particular capital expenditure should be 
made. That is for the taxpayer to decide. As my colleague, the Minister of Finance 
said, .. . the government will not be telling anyone that he cannot do this or that” 
(House of Commons Debates, 1951, Vol. II, pp. 1941 and 1942). 
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tive borrower’s expenditure for current capital cost allowances. 

It is much too early to measure the impact of the plan upon capital 
expenditure in Canada. In any event, it will never be possible to 
measure the results with any precision because the influence of de- 
ferred depreciation, like the influence of higher interest rates, cannot 
be isolated from the many other influences that bear upon decisions 
to invest or not to invest in physical plant and equipment. All that 
can be said with any certainty is that the influence is in the direction 
of restraining capital expenditure in those fields where capital cost 
allowances are deferred. 

A few statistics, however, may be helpful. In 1951, total private 
and public investment in Canada is estimated at $4.6 billion. Of this 
total about $1.9 billion is being spent by public bodies or other organ- 
izations, not subject to income tax, leaving $2.7 billion as subject to 
tax and, therefore, with an interest in the application of capital cost 
allowances. At this point the analysis becomes complicated by the 
fact that the new regulations did not come into effect until April 10, 
1951, ie., until after the first quarter. Assuming that the plan had 
been operative throughout the year, a preliminary survey suggests 
that somewhat more than half of 1951 expenditure by taxpayers 
would qualify for current capital cost allowances without certificate 
of eligibility. The remaining somewhat less than one-half is either 
eligible for a certificate or ineligible. 

Looking then at capital expenditure by taxpayers during 1951 
which is not automatically exempt from deferment, a preliminary 
survey suggests that again probably about one-half would qualify for 
the issuance of certificates because they have a defense implication or 
because they are being made by an industry listed in the regulations, 
although, of course, many others may qualify because they had been 
started or committed for by April 10, 1951. 

Such figures are put forward only as an indication of the area 
affected by the plan. It is fully recognized that 1951 capital expendi- 
ture has already been affected by deferred depreciation as well as by 
some material shortages, higher costs, higher interest rates, availa- 
bility of credit, and so forth. 

Preliminary evidence becoming available for 1952 suggests a fur- 
ther rise in the investment program, though the rate of increase is 
more moderate than the rate recorded in the preceding year. While 
the aggregate of private and public investment may be of the order 
of $5 billion in 1952, the most notable feature from the point of 
view of deferred depreciation is the change in the composition of 
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capital expenditures contemplated by business. Available data sug- 
gest a significant increase in capital expenditures in defense and 
defense-supporting industries which will be allowed to charge normal 
depreciation. In industries, particularly light manufacturing, com- 
mercial, financial, and service enterprises, not permitted to charge 
normal depreciation during 1952 for capital expenditures made in 
that year—except where covered by exemptions—investment is ex- 
pected to decline notably in volume terms. Tentative data on the 


TABLE 2 


New INVESTMENT AFFECTED AND NOT AFFECTED BY DEFERRED CAPITAL 
Cost ALLOWANCES, CANADA, 1951 AND 1952 


MILLIONS OF Per Cent CHANGE 
CurRRENT DOLLARS 1951-1952 
CATEGORY 
Current Constant 
1951 1952 Dollars Dollars 
1. Total private and public investment 
(Items 2 and 3). . 4,581 5,003 +9 + 3 
2. Investment by bodies not under income 
ie I 2h eae ok wk eam hour 1,875 2,079 +11 + 5 
3. Investment subject to income tax reg- 
ulations (Items 4 and 5) 2,706 2,924 +8 + 2 
4. Investment not affected by deferred 
capital cost allowances................ 1,590 1,721 + 8 + 2 
5. Investment affected by deferred capital 
cost allowances (Items 6 and 7) 1,116 1,203 +7 + 2 
6. Investment eligible for capital cost al- 
lowances subject to the issuance of a 
certificate of eligibility. 543 729 +34 +27 
7. Investment not eligible for capital cost 
allowances 573 474 —I17 —22 


Source: Estimates based on returns from the 1952 survey of investment intentions. 


direction of capital expenditures for different sectors for the years 
1951 and 1952 are summarized in Table 2. The changing composition 
of capital expenditures by business represents an accentuation of the 
trend noted from 1950 to 1951 when the effects of deferred deprecia- 
tion were first felt. 

There is no place in a paper such as this, written by a civil servant 
about an aspect of his government’s fiscal policy, for what are usually 
called conclusions. It may not be inappropriate, however, to offer a 
few concluding observations. “Deferred depreciation,” in the form 
which it takes in Canada, is not by itself a powerful deterrent to capi- 
tal expenditure. It is a supplement to more orthodox anti-inflationary 
measures, intended to bring another restraining influence to bear 
upon capital expenditure in an important but limited area. Its pe- 
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culiar merit is that it tends to cause the withdrawal from the market 
of those who are looking for short-run quick profits from their invest- 
ment in favor of those who can make the most economic long-term 
use of the materials and manpower involved and in favor of expan- 
sion in other areas of higher priority. In the circumstances of a de- 
fense economy, this is a result greatly to be desired and which is ex- 
tremely difficult to achieve by the usual fiscal and monetary measures 
or by direct controls of the use of materials and manpower. 

















FINANCING BUSINESS EXPANSION SINCE KOREA 


RoBert P. ULIN 
McGraw-Hill Publishing Co. 


IN DISCUSSING BUSINESS FINANCING since Korea, I propose to con- 
centrate on certain developments which seem to me of primary im- 
portance to the financial community. These are: 

1. The size of the expansion programs which have been under- 
taken. Business has never before needed so much expansion money 
in such a short time. 

2. The lack of significant government aid. On the contrary, busi- 
ness has been financing—through taxes—a large part of the govern- 
ment’s expenditures, as well as virtually all the expansion of its own 
facilities. 

3. The dependence of business expansion on an extraordinary level 
of corporate profits before taxes—a dependence which makes expan- 
sion plans decidedly vulnerable to any drop in this level. 

4. The failure of business to finance any significant part of this 
enormous expansion through the sale of new common stock—a fail- 
ure which raises real questions about the ability to continue expan- 
sion in a more normal period. 

First, let us consider the dimensions of the financing problem 
which has confronted business in this mobilization period. Since the 
outbreak of the Korean war, American business has been engaged 
in an unprecedented expansion of its productive facilities. Beginning 
in the fourth quarter of 1950—which was the earliest that business 
firms could get expansion programs under way—business expendi- 
tures on new plants and equipment have been running at a season- 
ally adjusted annual rate of about $25 billion per year. And it seems 
virtually certain that this rate of expenditure will be maintained 
during the first half of 1952. For the two-year period from July 1, 
1950, to July 1, 1952, business capital expenditures will total close to 
$50 billion. 

This is an increase of more than one-third over the greatest amount 
of such expenditures ever before recorded in a two-year period. When 
business was catching up on plant and equipment needs after World 
War II, peak expenditures, which occurred in the two years 1948-49, 
totaled only $37.3 billion. 

Even this comparison does not fully reflect the magnitude of post- 
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Korean expansion. Many defense-supporting projects will still be 
uncompleted by mid-1952. On the basis of estimates prepared by 
the Office of Defense Mobilization—and even allowing for con- 
siderable trimming of these estimates—it appears that investment in 
new plant and equipment for the three years from the outbreak of 
the Korean war to July 1, 1953, will be not less than $70 billion, 
compared with $53 billion in the three years 1947 through 1949. 

Business has never had to raise such large amounts of money 
before. Not only are the cash requirements for these plant and 
equipment programs far beyond the dimensions in which company 
treasurers were accustomed to think in the past. Needs for working 
capital have also increased enormously. The volume of business trans- 
actions in this country, as measured by the gross national product, 
has risen 20 per cent since before Korea. And at the peak of the 
mobilization effort it may be up 25 per cent to 30 per cent. This has 
meant higher inventories, higher accounts receivable, higher balances 
of cash for payrolls and other working purposes—problems with 
which you are all familiar. 

How is business financing these record programs? In particu- 
lar, how is business financing the plant and equipment expenditures 
which—because of their sheer size, and also because they require 
permanent, not temporary, additions to capital—represent the prin- 
cipal and unusual burden of the present mobilization period? 

Let me begin by dispelling the notion that the government has had 
much to do with it. Government aids for plant expansion have been 
available. But they have not been extensively utilized. In sharp con- 
trast to World War II, this is preponderantly a privately financed ex- 
pansion of industrial facilities. 

In the peak years of war facilities construction, 1942-43, the fed- 
eral government financed roughly twice the amount of such facilities 
financed by private industry—about $20 billion, compared with about 
$10 billion of private expenditures. The total expenditure on indus- 
trial facilities for the four war years was $70 billion, of which about 
$30 billion—nearly half—was government financed. 

However, no such federal outlays are taking place today. The 
Department of Defense plans to spend $5.5 billion on new tools for 
defense plants and arsenals in the course of the present mobilization. 
The Atomic Energy Commission is spending about $1 billion per 
year on new plant and equipment. But that is about all. And bear 
in mind that these outlays are in addition to, not part of, the business 
expenditures for new plant and equipment which I have been de- 
scribing. 
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So far as aiding business expansion goes, RFC loans of the ordi- 
nary type will probably total less than $700 milllion for the period 
July 1, 1950, to July 1, 1952. Special RFC loans under the Defense 
Production Act are not likely to exceed $150 million. Private bank 
loans guaranteed by the Federal Reserve System will not amount to 
much over $1 billion outstanding during this period. These are all 
small amounts, when we are talking about business capital expendi- 
tures of $25 billion a year. And in any event, aids of this type are 
useful primarily in meeting working capital needs, not plant and 
equipment needs. 

The one federal aid which has been important to new plant con- 
struction is the authorization of accelerated amortization for tax 
purposes. As of September 30, 1951, authorization had been granted 
covering projects valued at $10.6 billion. Rapid amortization has 
been granted, on the average, for about 65 per cent of the value of 
facilities involved. So something under $7 billion of new investment 
is actually being aided by tax concessions. 

The cash savings brought about by these tax deductions are not 
really very large. If the maximum excess profits tax rate of 82 per 
cent is assumed, writing off the entire $7 billion of facilities involved, 
over a five-year period, will yield tax savings of slightly over $1 
billion per year. 

Applications covering $12.5 billion of new facilities have still not 
been acted on. So the amount of tax concessions finally made by the 
government could conceivably double the $1 billion figure just men- 
tioned. But still $2 billion per year out of $25 billion capital expendi- 
tures is not very much. 

As a matter of fact, government aid in all forms totals consider- 
ably less than business aid to government in the form of increased 
tax payments. In 1950, corporations earned $41.4 billion before 
taxes, and their tax liability was $18.6 billion. In the third quarter 
of 1950, the annual rate of pretax profits was estimated by the Coun- 
cil of Economic Advisers at almost the identical level, $41.5 billion. 
But the corporate tax liability was $24.5 billion, an increase of $6 
billion. This direct contribution to the government’s financing of 
defense expenditures exceeds government aid to business by several 
billions annually. 

During World War II, corporations paid out a similar share of 
their pretax income as their contribution to the government’s arms 
program. But the corporations did not then have large plant expan- 
sion programs. Plant expansion was chiefly government financed. 
This time corporations are paying for both munitions and plant ex- 











350 The Journal of Finance 


pansion. And the result is a tremendous financial strain. It is not my 
purpose here to argue whether or not this method of paying for the 
defense effort is desirable. All I have sought to establish up to this 
point is that: (1.) Business is engaged in a tremendous expansion of 
plant and equipment—with simultaneous expansion of working capi- 
tal needs. (2.) This expansion is being financed, almost entirely, on 
a private basis, with relatively little government participation. 

Now let us take a closer look at the ways business has raised 
money for this expansion program. In particular, let us look at the 
period from July 1, 1950, to July 1, 1952. And let us deal with the 
corporate sector of business, for which detailed figures are avail- 
able. Corporations will account for $43-44 billion of the $50 billion 
capital expenditures made by all business in the two-year period 
which we are considering. 

It is of course, a fiction to assume that all the money raised in any 
particular period is spent during that period. Some of the money 
now being raised by new security issues will finance capital expendi- 
tures in 1953 or later. Some of the 1950-51 capital expenditures were 
financed with funds raised before Korea. But confining ourselves to 
the conventional cash flow statement, this is how corporations have 
financed—and may be expected to finance in the next six months— 
the $43 billion of investment in new plants and equipment about 
which I have been talking. 


EsTIMATES FOR THE PERIOD JULY 1, 1950 TO JULY 1, 1952 


1. The largest source of funds is retained earnings .... ....$23-24 billion 
2. Next, depreciation te 16 billion 
3. New security issues will add II billion 
4. And mortgage loans, about... aha 2 billion 


This adds up to total long-term funds of $52-53 billion, of which 
roughly $9 billion represents permanent additions to working capital, 
and the rest represents plant and equipment financing . 

What is there new and striking about this pattern of long-term 
financing? 

Business is fianancing only about 55 per cent of its 1950-52 plant 
and equipment program out of retained earnings, although in the 
1947-49 period—and in fact, in the entire postwar period from 
1946 through the first half of 1951—retained earnings averaged 
about 66 per cent (two-thirds) of plant and equipment expenditures. 
In other words, the ability of business to finance capital expenditures 
out of retained profits has declined sharply. The decline has been 
concentrated in the last six months of 1951, the very months in 
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which capital expenditures have been heaviest. And this situation 
will probably continue in the first half of 1952. 

Two recent developments account for this lessened ability to 
finance from retained earnings. The most important is the enact- 
ment of substantially higher taxes on corporate profits over the 
past year. As I just pointed out, corporate taxes are up $6 billion 
a year on the basis of the 1950 level of pretax earnings. Even if pre- 
tax earnings are maintained, this money is not available for capital 
expenditures. 

Less important, but still significant, is the institution of higher 
regular dividend rates on many common stocks in the last part of 
1950, and early in 1951. I might mention that dividend require- 
ments are higher also on new preferred stocks. There is continuing 
pressure to maintain these dividend rates in order to attract new 
capital. Moreover, the whole structure of money rates has moved 
upward in the past year, and this trend seems unlikely to be sub- 
stantially reversed. 

So I think we can fairly say that a higher level of dividend re- 
quirements has become established. Some common stock dividends 
have been reduced recently. And more will be reduced in 1952. But 
the reductions are neither very large, nor are they very widespread. 
Total dividend requirements of corporations will remain substan- 
tially higher than they were before Korea. 

The combined effect of higher taxes and higher dividend rates has 
been to cut retained earnings of corporations to an annual rate (cur- 
rently) of under $10 billion a year. There will probably be some 
improvement in 1952. But for the two years from July 1, 1950, to 
July 1, 1952, retained earnings will average only $11 to $12 billion 
annually. In other words, this source of funds is not much greater 
than it was in 1948-49 (when it was about $11 billion per year) 
although capital expenditures are now larger by one-third. 

The reduction in retained earnings has not had as much effect as 
one might think, partly because so much of the reduction is due to 
increased taxes, which do not have to be paid until next year. Busi- 
hess is using its income tax reserves for working funds, or to put 
the matter differently, many companies do not have adequate re- 
serves against income tax liabilities and so the full reduction in 
profits has not yet been felt as a lack of cash. But when income 
taxes come due next spring, there is very definitely going to be a 
cash squeeze. 

Even the reduced proportion of capital expenditures financed out 
of retained profits is dependent on a very high level of pretax prof- 
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its. Since the fourth quarter of 1950, pretax profits of corporations 
have been running more than one-third higher than the previous 
peak established in 1948. The only exception is the third quarter 
of 1951, in which there were substantial—and probably non-recur- 
ring—inventory losses. It is only this unusual level of pretax profits 
which has permitted business to absorb tax increases, make larger 
dividend payments, and at the same time finance even 55 per cent 
of its post-Korea plant expansion from retained earnings. 

The high level of pretax profits has resulted in part from the high 
level of sales, in line with the increase in general economic activity. 
But it has also resulted from a very high margin of profit on sales. 
According to the quarterly reports of the Federal Trade Commis- 
sion, manufacturing corporations have averaged over 13 cents profit 
per sales dollar since Korea, compared with a margin of 8.5 to 11 
cents per sales dollar in the pre-Korean quarters from early 1947 to 
mid-1950. 

This has occurred because most plants are operating near capa- 
city, and most prices—despite the OPS—have advanced as fast or 
faster than manufacturing costs. If any of these very favorable con- 
ditions should be reversed, pretax profits will fall; taxes and divi- 
dend requirements will remain high; and the retained earnings which 
are the principal source of long-term corporate funds will be further 
sharply reduced. 

The development which I have just been describing—dependence 
on an unusually high level of pretax profits to yield a minimum level 
of retained earnings for capital programs—imparts a high degree 
of vulnerability to the present level of capital expenditures. Other, 
more stable sources must be developed if the present level—or any- 
thing like it—is to be maintained. 

Now how about other sources of funds? In recent months, the 
second most important source of funds has been depreciation. The 
urgency of cash needs for plant expansion during this mobilization 
period has finally brought us to something approaching realistic de- 
preciation policies. And the more adequate depreciation charges now 
being made have provided a substantial addition to cash resources. 

Depreciation charges, for all corporations, are now running around 
$9 billion per year. By the middle of next year, the figure will be 
closer to $10 billion. As recently as 1948, depreciation charges were 
only about $6 billion. For the two years 1948-49, they were only a 
little over $13 billion, compared with an estimate of over $16 billion 
for the period July 1, 1950, to July 1, 1952. 

Why have depreciation charges risen? Partly, of course, because 
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the total value of plant to be depreciated is higher. But there has 
also been a speed-up in the rate of depreciation. One encourage- 
ment has been given by the tax ruling on defense facilities. Acceler- 
ated amortization of defense facilities is adding between $1 and $2 
billion per year to corporate depreciation charges. 

But quite a few companies are depreciating facilities faster than 
formerly, even though this change is not recognized for tax pur- 
poses. They are simply recognizing the fact that in periods of high 
economic activity plant and equipment requirements accelerate and 
there must be a faster turnover of fixed capital. And this concept 
now has official recognition from the accounting profession. The 
American Institute of Accountants has approved the practice of ac- 
celerated depreciation charges where a company feels that plant 
and equipment are being used at a more intensive rate or that the 
rate of obsolescense has speeded up. 

The importance of this speed-up in depreciation rates may be 
illustrated by an example. Chemical companies have always followed 
rapid depreciation policies. At the present time, depreciation charges 
being made by a group of large chemical companies, for which fig- 
ures are available, are sufficient to write off. the entire gross plant 
account of these companies in less than twenty years. For a com- 
parable group of large steel companies, it will take more than thirty 
years to accomplish the same thing.’ 

However, the steel industry is changing too. More intensive use 
of plant and more rapid technological progress have brought about 
more rapid depreciation policies in this industry, so that the aver- 
age depreciation period will be shortened from now on. 

In any event, the chemical industry, the oil industry, and other 
process industries, which as a group have relatively rapid deprecia- 
tion policies, are accounting for a larger and larger share of business 
capital investment. Chemicals led all other industrial groups in 1951. 
So depreciation must become a more important source of funds. 

The total effect of all these changes—special amortization rulings 
on defense facilities, increased importance of industries with rapid 
depreciation as an established practice, and a general tendency to 
increase depreciation charges throughout industry—has been to in- 
crease the cash flow from depreciation by one-half since 1948. And 
this trend, I am sure, will continue in the foreseeable future. It is 
one of the recent developments in business financing that holds the 
most promise of providing a permanent increase in the flow of capi- 
tal funds. 


1. The Chemical Stocks (Goodbody & Co., November, 1950). 











354 The Journal of Finance 


The other large source of corporate funds in the post-Korea 
period has been new security issues. However, the cash flow from 
net new issues is not much larger than it was in 1948-49. For those 
two years, net new issues totaled $11.2 billion. 

For the two years from July 1, 1950, to July 1, 1952, the total 
will actually be under $11 billion. This is partly explained by the 
low volume of issues in the last half of 1950. But the 1951 rate of 
net new issues is only about $6 billion a year, or $12 billion over a 
two-year period. And it may not get much higher in 1952. The gross 
volume of new security issues is running higher than in 1948-49. 
But since retirements also are higher there has not been a significant 
increase in the net amount of money raised. 

The interesting thing is the composition of these new issues. An in- 
creasing proportion has been equity financing. Or conversely, a 
decreasing proportion is debt financing .We have reached the point 
where many corporations are wary of further large increases in debt. 

In 1948, corporate security issues for new capital came to $5.9 
billion, of which only $900 million, or 15 per cent, was stock issues. 
In 1949, about 20 per cent of the value of new capital issues was in 
equities. But since Korea the proportion of stock issues has been 
rising rapidly. From July 1, 1950, to July 1, 1951, new stock issues 
accounted for 23 per cent of the value of all new capital issues. In 
the last half of 1951, the proportion has been close to 30 per cent. 
And judging by the types of securities now in registration, this per- 
centage might stay between 25 and 30 per cent in the early part of 
1952. 

The reason for this increase in equity financing is not so obvious 
if you merely look at the balance sheets of the issuing companies. 
Most of them already have outstanding debentures, or other forms 
of debt, which they issued earlier in the postwar period. But by con- 
ventional standards the ratio of debt to equity is still reasonable for 
most corporations. The point is that with the increase in corporate 
taxes, more and more managements consider it a very risky thing 
to add further debt charges—not only the interest but the amortiza- 
tion payments. They fear that these fixed charges will become too 
high relative to pretax earnings, particularly when, as I pointed out 
earlier, the level of pretax earnings could drop considerably. 

It is this kind of pressure that has forced companies into new 
stock issues. I use the word “forced” advisedly. And I use it partic- 
ularly with regard to new common stock issues. 

There is still a great reluctance to issue new common stock, par- 
ticularly on the part of manufacturing companies. Many have gone 
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about as far as they can with bond and preferred stock issues. So the 
only way we can get further increase in the volume of security 
issues is for companies to start selling substantial quantities of com- 
mon stock. But they have been loathe to do so. At no time since 
1946 have new common stock issues been a significant percentage of 
new capital issues. 

In a period like the second half of 1951, with the stock market 
at its highest postwar level, and the peak of industrial expansion 
approaching, one would expect a great volume of new common stock 
issues. But it has not taken place. There is plenty of new common 
stock in registration. But new issues are still quite limited. The 
horse has been brought to water. But he is still not drinking. 

The reasons, I think, are as follows: 

1. We have had a “blue chip” market. Much of the demand for 
stocks, during the 1951 rise in the market, has come from invest- 
ment trusts, pension funds, and other institutional investors. An- 
other large source of demand has come from wealthy individuals, 
fearing inflation, who have switched a large part of their invest- 
ments from bonds into stocks, as long-term holdings. 

All these investors are interested primarily in the stocks of well- 
established companies already listed on the New York Stock Ex- 
change. And they are interested in the best of these stocks. No addi- 
tional large demand has appeared for the stocks of small and me- 
dium-sized companies, particularly new companies, and companies 
in cyclical industries, such as machinery. Consequently, the prices 
at which new common stock can be sold are not nearly so favorable 
as the prices of listed stocks, particularly high-quality stocks, would 
suggest. 

2. Even listed stocks—even high quality stocks which are market 
favorites—are not selling as high as the corporations represented 
think they should before selling additional common shares. This 
statement is probably surprising. So let me back it up with some 
evidence we have accumulated at McGraw-Hill in a series of mail 
and personal interview surveys over the past several years. This 
discussion applies to manufacturing companies. The railroad and 
utility fields present somewhat different problems. 

This is what we have found in surveying manufacturers: 

a) Manufacturers who answered a McGraw-Hill survey in No- 
vember, 1949, just after the recent “bull market” started, said al- 
most unanimously that they would not finance future expansion 
through common stock sales, even if stock prices went up 50 per 
cent. As it happens, Standard & Poor’s Index of 365 industrial stocks 














356 The Journal of Finance 
rose just about that much from the date of the survey to its recent 
peak. And just as they had said, most manufacturing companies 
remained uninterested. 

b) In every interview I have conducted on this subject, company 
officials relate stock prices not to the general market but to the 
book or replacement value of their assets. Security analysts and in- 
vestment bankers generally do not regard this as a very good basis 
for stock valuations. But company officials do. And they are the 
ones who have to authorize new issues. 

To a company treasurer, the stock market does not seem attrac- 
tive just because it is high on a historical basis or even if it is high 
in relation to earnings. He figures that issuing new common stock 
means selling a part of his company’s assets. And when the company 
is engaged in new construction, he is very conscious of what these 
facilities cost. Current stock prices simply are not tempting, when 
put along side the per share value—in terms of new construction or 
replacement cost—of plant and equipment. 

Nevertheless, there is great pressure to sell common stock, if ex- 
pansion is to go forward. And this had led to one of the most inter- 
esting developments in post-Korea financing: a great increase in 
issues of preferred stocks which are convertible into common at a 
higher price than the current market. As all of you know, this is a 
backdoor method of selling common stock. The money is raised 
immediately by sale of the preferred. But conversion into common 
stock is not profitable, and so will not take place until the price of 
the common shares has risen further. When a company sells this 
type of stock it is saying ““We want to sell common shares, but only 
at a higher price. And we need the cash now.” 

Convertible preferreds have proved a very good answer to this 
problem. They can be sold to individual investors who are safety- 
minded, and so like a preferred stock, but who want a hedge against 
inflation—a hedge they get if the common shares go up. These issues 
can also be sold to insurance companies. They offer a neat way for 
an insurance company to make a capital gain (the preferred will 
rise, if the common rises) without ever holding common stock. This 
combination of relative safety and some chance for capital gain 
evidently suits a much larger body of investors today than do the 
riskier features of common stocks. 

During 1951, twenty-five new issues of convertible preferred stock 
have been listed on the New York Stock Exchange, compared with 
ten in 1950 and an average of sixteen for the four years 1947-50. 
Fifteen new convertible preferred stock issues have been listed in 
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the fourth quarter of 1951 alone. This is the most concentrated burst 
of equity financing we have had in the post-Korea period, at least 
for industrial companies. It represents a compromise between man- 
agement’s unwillingness to issue new common stock even at today’s 
levels and the large investor’s unwillingness to take the risk of pay- 
ing a higher price. 

The convertible preferred stock is not, however, the answer to a 
very large share of industry’s total capital needs. It is a special type 
of stock, attractive to investors only if the company concerned is a 
growth company, so that the common shares are likely to appreciate 
over a long period. And the company must be of high enough quality 
to insure continued payment of the preferred dividend in any case. 
There is no answer here to the problem of small, new, or cyclical 
companies. 

The popularity of the convertible preferred—like the increase in 
depreciation charges as a source of corporate funds—coincides with 
the emergence of the chemical industry as the largest bidder for in- 
dustrial capital. This industry has a ready market for convertible 
preferred issues, because of its strong growth trend. Among the 
chemical companies which have sold or registered new convertible 
preferred this year are Celanese, Spencer Chemical, Chas. Pfizer & 
Co., National Distillers, Diamond Alkali, Mathieson Chemical, Ab- 
bott Laboratories, Pittsburgh Coke & Chemical, Air Reduction Co., 
Heyden Chemical, Harshaw Chemical, and Merck & Co. 

Obviously the financing has been concentrated in this group. The 
chemical industry is finding large quantities of new money for its 
expansion. But other industries remain more dependent on internal 
sources of funds. 

Let me now review what I said at the beginning of this paper. 
The present record volume of business capital expenditures is being 
financed mainly out of retained profits. But the level of retained 
profits has been reduced. And even this reduced level is dependent 
on a very high—and it seems to me, very vulnerable—level of pre- 
tax earnings. There has been some offset to this in corporations’ 
ability to use their increased income tax reserves for working capi- 
tal. And there has been a substantial increase in the flow of funds 
from depreciation charges. 

However, there has been no very great increase in new security 
issues over the volume which prevailed in previous high years, like 
1948. And without an increase in security issues, it seems clear that 
some corporate expansion will be curtailed if there is a further drop 
in earnings. 
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From this point on, there can be no great expansion of security 
issues unless it is in common stock. Most companies are at the point 
where they must limit further increases in debt. And recently we 
have had such a high volume of new preferred stock issues that this 
alternative too is approaching the limiting point. 

So far there is no sign that a substantial increase in common stock 
issues can be accomplished. The chemical industry has sold large 
quantities of common stock indirectly, in the form of convertible 
preferred. The electric utility industry has also sold a great deal of 
common stock, much of it to present stockholders, employees, or 
customers. But these are the exceptions. Most businesses still hesi- 
tiate to sell new common stock at the highest prices which have 
prevailed since the 1929 boom. 

Consequently, in a financial sense, we may be approaching the 
limit of the post-Korean expansion in business. Funds have already 
been raised for large plant expansion programs in 1952. But after 
that time, there may be a substantial decline. 

Business has done a remarkable job in financing the record ex- 
pansion of plant and equipment which began in the third quarter of 
1950 and which cannot be completed until well into 1952, i.e., the 
expansion called for by the defense emergency. But the means of 
financing have also depended largely on the emergency, specifically 
on the emergency demand for goods, which has permitted an un- 
usually high level of pretax profits. With specific exceptions in the 
chemical and electric utility industries, no new sources of outside 
funds have been opened up which would offer the prospect of an 
enlarged volume of business financing on a stable and continuing 
basis. 

Of course, one may argue that the present level of capital outlays 
would not be continued in any case. Then there would be no financial 
problem. Perhaps so. But on the basis of past experience, it is not 
possible to have a very large decline in capital expenditures without 
a severe decline in general business and a distressing amount of 
unemployment. So I think it is regrettable that we have not found 
more ways to broaden the base of this industrial expansion, particu- 
larly by increasing the volume of new common stock issues, and so 
to provide a better hope for its continuation. 

The fact that such a remarkable expansion of business has been 
financed successfully should not blind us to the fact that our sources 
of corporate funds are still far from satisfactory. Exploratory work 
on new sources of funds—particularly new sources of common stock 
funds—must still be pushed forward vigorously, if we are to assure 
an adequate level of investment in the future. 
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INTERNATIONAL BUSINESS INVESTMENT 
GOVERNMENTAL AND PRIVATE 


Puitie D. BRADLEY 
Washington, D.C. 


IN THE TIME AVAILABLE today I would like to discuss one aspect 
of a problem which has interested me since the middle thirties. The 
problem may be stated as follows: How through international co- 
operation can the economic growth of the underdeveloped areas of 
the world best be promoted? In one sense these comments are mis- 
placed in time for they are concerned with fundamentals whose 
statement should have preceded rather than followed the many 
policy decisions made in the development field since 1944. On the 
other hand, sufficient evidence exists to suggest that development 
policy has failed in so many important respects that these com- 
ments may yet serve a purpose in the reformulation of policy. 

Obviously any attempt to solve the problem at the policy level 
must be based upon some theory which identifies the factors which 
promote development and explains or purports to explain the cas- 
ual interrelationships of those factors or forces. In the period from 
the Bretton Woods Monetary Conference of 1944 until the present, 
one theory of economic development has dominated the thinking 
of the policy-makers. The economic growth of the underdeveloped 
nations of the world is stated to depend upon the fulfilment through 
international action of two conditions. These are, first, the provision 
of technique or know-how and, second, the supplying of capital 
funds to the underdeveloped nations. Although other conditions 
emerge at time in the policy prescriptions of the period, they appear 
more as afterthoughts, and those mentioned are invariably presented 
as the necessary and sufficient conditions for growth. 

Entirely apart from any question as to its correctness much can 
be said in favor of the central thesis as stated. In contrast to many 
other economic theories it is capable of succinct and unambiguous 
statement, a definite advantage if proposals are to become policies 
through legislative action. Furthermore, to many the thesis appears 
to catch the spirit of American economic development and this too 
has an undoubted appeal in United States legislative circles. Finally, 
any attack upon the central thesis encounters a formidable obstacle, 
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for the thesis is a part of and derives its inspiration from the domi- 
nant economic philospohy of our time, namely, the economics of 
John Maynard Keynes. 

Both in prospect and retrospect I have found one passage from 
Keynes’s General Theory to be especially helpful in understanding 
the formation of American policy in the area of international devel- 
opment. In his chapter entitled “Sundry Observations on the Nature 
of Capital,” Keynes observes: 

It follows that of two equal communities, having the same technique but dif- 
ferent stocks of capital, the community with the smaller stock of capital may 
be able for the time being to enjoy a higher standard of life than the community 
with the larger stock; though when the poorer community has caught up the 


rich—as, presumably, it eventually will—then both alike will suffer the fate of 
Midas.? 


In this single sentence Keynes sums up the principal features of 
postwar thought on the mechanics of economic development and sug- 
gests the fundamental methods relied upon for the promotion of 
development in the underdeveloped areas. The passage is generally 
used to illustrate what is often regarded as a unique Keynesian 
dilemma, namely, that a nation with a smaller stock of capital may 
enjoy a higher living standard than a nation with greater capital re- 
sources. My interest is not aroused by the apparent dilemma? but 
rather by the fact that in Keynesian thought, economic development 
is made to depend almost exclusively upon capital and technique.* 

In the same passage Keynes initiates a pastime which has since 
enjoyed a considerable popularity in certain economic circles. I refer 
to the revival of the ancient redivision of the world into two cate- 
gories. In his case the division is between richer and poorer nations, 
as measured by the size of their capital stocks, whereas some Ameri- 
can economists have chosen to enrich the theoretical literature by 
referring to “mature” and “immature” nations, while more recently 
the preference has been for the terms “developed” and “underde- 
veloped.” Finally, Keynes indicates the proper direction for the 
international flow of capital, that is, from the richer to the poorer 
nations; and to all the traditional arguments made on behalf of 
international investment, he added the compelling suggestion that 


1. The General Theory of Employment, Interest and Money, p. 219. 

2. The comparison of the two communities is a near perfect duplication of Irving 
Fisher’s analysis of two states. See the latter’s Theory of Interest, 1930. 

3. In conformity with the Keynesian belief that economically significant changes in 
technique terminated sometime in the nineteenth century, development may be taken 
to respond to changes in capital alonc; hence the realism of the assumption regarding 
the “same technique.” 
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such investment would ameliorate unemployment in the richer na- 
tion without causing distress in the poorer one, at least until the 
capital stocks of the two became equal. 

In the period under review the creation of the International Bank 
for Reconstruction and Development is the first measure intended 
to implement the Keynesian theory of development. Both the writ- 
ten and oral comments of the policy-makers in 1944 confirm the 
impression that they believed they had with the establishment of 
the Bank removed the principal limitation upon the economic growth 
of the underdeveloped areas. Nor can there be any question that the 
borrowing and lending powers of the Bank are adequate to finance 
a very extensive measure of development,‘ if indeed, an inadequate 
supply of capital funds is the principal factor retarding the growth 
of the underdeveloped countries. Probably no other group of econo- 
mists in history has enjoyed such an excellent opportunity through 
control of policy to test the correctness of an hypothesis. 

In accordance with the theory one would expect that the in- 
creased availability of capital would produce a very large number 
of loan applications at the Bank and that the subsequent provision 
of the funds by the Bank would result in a pronounced increase in 
the rate of economic growth in all borrowing countries. Over six 
years of Bank operation it has become apparent that the original 
theoretical expectations were not well founded. A long line of bor- 
rowers did not form at the Bank. A large percentage of the loan ap- 
plications filed was rejected. Several explanations have been offered 
for these disappointing results. Thoroughgoing Keynesians are prone 
to explain the results by attributing them to the failure of the Bank 
officials to catch the spirit of the original Keynesian policies and to 
administer its affairs accordingly. In my opinion this explanation 
cannot pass as an objective analysis of the Bank’s record. The an- 
nual reports reveal that the Bank’s approach to the development 
problem was in the beginning thoroughly infused with the Keynes- 
ian spirit. Thus in the Third Annual Report we find the Bank’s 
understanding of the development process stated as follows: “To 
raise the income level of the underdeveloped countries requires an 
expansion of their production, primarily through technological de- 
velopment and increased capital investment.’ Likewise, the earlier 


4. “The Bank’s experience to date indicates that the Bank now has or can readily 
acquire sufficient resources to help finance all the sound, productive projects in its 
member countries that will be ready for financing in the next few years, that can 
appropriately be financed through repayable loans and that cannot attract private cap- 
ital” (from The Fourth Annual Report, p. 13). 

5. The Third Annual Report, p. 14. 
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reports are replete with references to “mature” and “immature” na- 
tions and to the analytical differences presumed to exist between 
the development processes in the two classes of nations. If the cur- 
rent report of the Bank® supports an approach to the problem of 
development which is uncongenial to the Keynesians it is not to be 
attributed to the failure of management to understand in the first 
instance the spirit or nature of the Keynesian approach. 

If on the evidence we reject the contention that the Keynesian 
approach to the development problem was never really undertstood 
or tried, we need to find another explanation for the failure of pol- 
icy to accomplish the predicted results. In the following statement 
from the Fourth Annual Report the Bank itself provides a clue to 
the answer: “Perhaps the most striking single lesson that the bank 
has learned in the course of its operations is how limited is the 
capacity of the underdeveloped countries to absorb capital quickly 
for really productive purposes.”* We might generalize the idea sug- 
gested by saying that the demand for capital in the underdeveloped 
countries does not absorb the supply even on the basis of the very 
generous terms offered by the Bank. I do not find it surprising that 
Keynesian theory and policy did not anticipate this result. If I may 
be forgiven a personal reference I wish to note that in the months 
preceding the Bretton Woods Monetary Conference I stated—te- 
peatedly, I am afraid—that precisely this inadequacy of demand 
would materialize. Although the reasons for it are rather obvious, 
they are not to be found in the depersonalized, mechanical, and 
largely automatic investment process presented in the General 
Theory. 

In the formulation of our international development policies pure 
speculation and deduction have been more decisive than facts. In 
the interest of correcting the lack of balance between the two I 
would like to describe in general terms the principal characteristics 
of the development process in a specific country. 

Since the middle twenties when the systematic development of its 
petroleum resources commenced, Venezuela has become an excellent 
laboratory for the study of development processes. For my present 
purpose I shall identify two important processes. I designate the 
discovery process as that through which petroleum resources are 
discovered, exploited, and marketed. These are operations of pri- 
mary concern to the foreign companies which largely control the 
petroleum industry. Closely related to the discovery process is 4 


6. The Sixth Annual Report 
7. The Fourth Annual Report, p. ® 
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second process of primary interest to the Venezuelans. In Venezuela 
the doctrine governs that all subsoil assets, petroleum included, are 
the property of the state. From this doctrine the Venezuelan gov- 
ernment derives the right to participate in the benefits produced by 
the petroleum industry. Currently the government exercises its right 
through the imposition of a number of levies generally referred to 
as taxes. I shall refer to these levies as the benefits derived by the 
government from the discovery process. The conversion process con- 
sists of the transformation of a wasting asset, petroleum in the pres- 
ent case, into money capital—the benefits refered to—and following 
that the conversion of the money capital into real capital assets for 
the ultimate production of consumer goods and services. It is the con- 
version process which is of direct interest to the Venezuelans since it 
has the greater long-term impact upon their standard of living. 

For analytical purposes three groups of claimants to the gross 
proceeds arising from the discovery process may be isolated. These 
are, first, the government or people of Venezuela; second, Venez- 
uelan labor working in the petroleum industry; and, third, the oper- 
ating companies. Within the existing legal and economic framework 
each of these groups is entitled to a share in the gross proceeds 
arising from the discovery process. 

So far as I know no one has yet provided an economic analysis 
of government conversion policy. The proper objective of policy is 
rather clear. In general it is to provide for the conversion of wasting 
petroleum assets into other capital assets with the least possible dis- 
sipation of asset values. The lack of a systematic analysis of conver- 
sion policy leads at times to a confusion of objectives with the means 
for attaining those objectives. For the attainment of its objective the 
government possesses several means, although only one of these is 
mentioned here. The effectiveness of the method in question rests 
upon the established power of the government to determine the rela- 
tive or percentage shares of the three parties participating in the 
gross returns from petroleum operations. Admittedly this is a tech- 
nique that will operate only within broad limits. On the one hand 
there is a limit beyond which an increase in government’s percentage 
share—when made at the expense of company profits—would pro- 
duce a reduction in the intensity with which the companies conduct 
the discovery process. On the other hand, within limits, the govern- 
ment can stimulate the discovery rate through reductions in its and 
labor’s percentage shares in those proceeds. Unfortunately an under- 
standing of this technique is obscured by the prevalent opinion in 
Venezuela and other Latin American countries that any increase in 
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labor’s share is necessarily at the expense of the companies and 
never at the expense of the government, that is to say, at the expense 
of the people as a whole.® In short, to the degree that the govern- 
ment can determine relative shares in the discovery process it can 
within broad limits determine the magnitude of the annual flow of 
its own petroleum receipts.” 

How well have the basic processes of discovery and conversion 
operated? In general, I believe that it is apparent to any impartial 
outside observer that the discovery, exploitation and marketing of 
Venezuelan petroleum must be ranked with the great, historic feats 
of enterprise. More specifically, in the five-year period from 1946 
to 1950 the government of Venezuela has received approximately 
$1.6 billion as its share in gross petroleum receipts. Over the past 
five years, in other words, the discovery process has yielded the gov- 
ernment capital funds in excess of $300 million a year. Over the past 
four years, including in the period an estimate for 1951, the govern- 
ment’s share has been somewhat less than $400 million annually.” 
Projection of the $400-million anual rate over the next ten years 
leads to the conclusion that the government would receive about $4 
billion of liquid capital in that period. These are the capital funds 
that need to be converted into plant and equipment if Venezuelan 
asset values are to be maintained or increased. Within the frame- 
work of the Venezuelan economy how significant is $4 billion? Un- 
fortunately all the statistical data required for a full evaluation of 
the meaning of the sum are not available. We can, however, evalu- 
ate the significance of the dollar amount in terms of how it could 
change the existing ratio of capital invested per worker. 

On the assumption that all capital funds received are converted 
into real capital goods the anticipated $4 billion would provide $10, 
ooo of capital equipment for each of 400,00 workers. In 1948 the 
economically active population of the country was approximately 


8. To serve best the interests of the Venezuelan citizens—viewed as claimants to a 
share in petroleum proceeds—wages and other benefits paid to domestic labor should 
not exceed the minimum necessary to obtain the quantity and quality of labor 
required. 

9. The confusion of means with objectives is illustrated by the current situation in 
the oil-producing countries of the Middle East where certain governments have ap- 
parently set as their objective the attainment of the maximum possible percentage 
share in gross petroleum proceeds. Such action may satisfy or appease the politicians 
of that area, but it is also calculated—through its adverse effects upon the discovery 
process—to minimize the annual quantity of funds available to the government for 
capital development purposes. 

10. Actually, due to the omission of certain substantial government receipts from 
the petroleum industry, these data underestimate the magnitude of the government's 
share. 
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1.5 millions.’ Of these probably 30 to 40 per cent are now in and 
will remain in those service and professional occupations that do 
not require a high capital per worker ratio. Moreover, private enter- 
prise in petroleum and other industries already provides an ade- 
quate supply of capital equipment to more than 100,000 workers and 
the number may rise to 200,000 within ten years. At the outside then 
between 700,000 and 900,000 workers would require a substantial 
increase in the capital with which they work. The petroleum indus- 
try alone can provide for the capital needs of about one-half these 
workers on a very adequate scale.” 

By any criterion it is apparent that Venezuela does not lack the 
capital funds required to accomplish a complete transformation of 
its economy. Through co-operation with private enterprise it has at 
its command quantities of money capital vastly in excess of those 
available to it from any combination of other sources, domestic or 
international. For comparative purposes it is of interest that the 
total loan disbursements of the International Bank as of June, 1951, 
were $692 million, an amount somewhat less than that made available 
to the Venezuelan government every two years. 

How successsful has Venezuela been in converting its enormous 
supply of capital funds into real capital goods? Here again the lack 
of statistical information precludes tke possibility of providing an 
accurate and detailed answer. The degree to which the standard of 
living responds—permanently and not temporarily—to the increased 
supply of money capital constitutes the ultimate measure of the suc- 
cess or failure of the conversion process. There is no question that 
in money terms living standards have risen; but there is no way of 
ascertaining what percentage of the increase would survive a cor- 
rection for the increase in prices. Nor is there any way of deter- 
mining the degree to which currently higher living standards reflect 
the mere spending—as opposed to the investment—of government 
funds. The informed guesses of persons who have lived in Venez- 
uela throughout the entire period of petroleum development are 
contradictory. The facts allow one conclusion. A very large increase 
in the supply of capital funds has not produced a comparable in- 
crease in living standards.’* 

11. The figure is an overestimate inasmuch as part-time workers are included on the 
same basis as full-time workers. 

12. The rate of growth of the population cannot be determined from the available 
data. An allowance for an increase in population would require a reduction in the esti- 
mated capital-worker ratio. On the other hand no allowance has been made for existing 
capital goods or for the supply of capital from domestic sources. 


13. The failure of living standards to rise in proportion to the increased availability 
of money capital is not due to the absorption of domestic productive factors in the 
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The Venezuelan case reveals a problem similar in all basic essen- 
tials to that mentioned by the International Bank. An increase in 
the mere availability of money capital, as the Bank has learned, is 
no guaranty of increased economic growth. For example, should the 
government of Venezuela deposit the entire amount of its petroleum 
receipts in a Development Bank for the purpose of lending to do- 
mestic borrowers, the demand for funds would not even begin to 
exhaust the supply. This would be true provided the Development 
Bank maintained any distinction between lending its capital and 
giving its capital away. 

What is the explanation for the inadequate demand for capital 
funds in underdeveloped areas? The phenomenon has been recog- 
nized by so many independent observers that it would be foolhardy 
for our policy-makers to pretend any longer that it does not exist. 

In pre-Keynesian days the search for an explanation would begin 
and probably end with an investigation of the state of entrepreneur- 
ship in the underdeveloped countries where the phenomenon of in- 
adequate capital demand has been observed. On the other hand, the 
stock Keynesian answer would be expressed in terms of the availa- 
bility of investment opportunities. I do not believe the two approaches 
come to the same thing. It is a fundamental characteristic of the true 
Keynesian that he regards what Irving Fisher described as an “in- 
vestment opportunity” as an objective measurable fact. In this view 
perception of the opportunity is not dependent in any important way 
upon the ability of the observer. Since by assumption an almost physi- 
cal reality is imputed to these situations it follows that no more than 
commonplace abilities are required for their perception. They are, for 
example, as readily discernible to the good Keynesian as the number 
of books he has written on the subject. Thus I am reminded of the 
well-publicized American Keynesian who some years ago manifested 
an intense interest in the development potentialities of one Latin 
American country. At the time his conversations and lectures were 
filled with references to the unlimited opportunities for investment 
production of real capital goods. The money capital consists of dollars, pounds, and 
other currencies realized from the sale of petroleum abroad and can be used directly 
for the purchase of capital goods in foreign countries. 

My comments on the conversion process are not to be interpreted as a criticism of 
the economic policies of the several Venezulan administrations in power since 10935. 
Each administration has confronted extremely complicated economic problems which 
would defy solution by the government of any nation. Indeed, it should be recognized 
that Venezuela is one of the few nations in the world which has chosen the praise- 
worthy course of promoting its development through the use of its own natural re- 


sources in preference to relying upon the capital funds provided by the United States 
from the exploitation of its natural resources. 
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that country enjoyed. Finally he visited the country on some mission 
or other only to return after a short stay wholly disillusioned over 
the country’s economic prospects. As far as he could see, he reported, 
the country offered no substantial investment opportunities. I recall 
asking him at the time if this meant that the country in question, 
although said to be underdeveloped, was actually to be considered 
a mature economy in disguise. The true Keynesian takes the rather 
simple philosophical position that any situation not perceived by him 
does not exist—that any situation not perceivable by him 
cannot exist. He is content with an equally simple understanding of 
the process by which an investment opportunity, once perceived, is 
exploited. Differences in individual abilities are rarely if ever seen as 
accounting for the economic success or failure of the exploitive proc- 
ess or for comparative rates of exploitation. Hence, the scarcity of 
exceptional entrepreneurial talents is never seen as limiting the rate 
of investment in any economy, since only rather commonplace abili- 
ties are required for the perception and exploitation of the objective 
elements entering into any investment opportunity. The problem of 
the entrepreneur is no more complicated than that of the person who 
wants a package of cigarettes. All he need do is find a machine, supply 
the funds, pull the handle, and pick up the package. Thus by a simple 
and purely mechanical process funds are converted into consumer 
goods. Surely these are operations within the capabilities of any nor- 
mal person. “I should guess,’’ Keynes wrote, “that a properly run 
community equipped with modern technical resources, of which the 
population is not increasing rapidly, ought to be able to bring down 
the marginal efficiency of capital in equilibrium approximately to 
zero within a single generation. . . .”’* Needless to say, a properly run 
community is a Keynesian community in which government endeavor 
has largely replaced private enterprise. 

I know of no good reason why the attempted Keynesian assassina- 
tion of the entrepreneur should lead to his immediate burial; the in- 
tended victim may still be alive and even now capable of doing what 
the policymakers say must be done. It was John Dewey, I believe, 
who defined intelligence as “problem solving behavior.” I find it con- 
venient to think of the entrepreneur as one who successfully identifies 
and then solves a certain type of problem, namely, those problems de- 
signated as “investment opportunities.” To recognize that the ac- 
quired or inherited ability of one individual to solve entrepreneurial 
problems may be vastly superior to that of another is but to take 


14. The General Theory, p. 220. See also pp. 221 and 234. 
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seriously the information provided by psychology on individual dif- 
ferences in intelligence.’® The difference between entrepreneurial ac- 
tion and managerial action is largely the difference between novel and 
routine behavior. The entrepreneur solves the problem he has set for 
himself through the use of novel means and in the process creates a 
profit, although he may not be the one to capture the gain. Manage- 
ment, as the term is used here, is essentially concerned with the ap- 
plication of routine methods to routine processes. Hence, it is entirely 
natural to associate economic growth with the innovative fruits of 
entrepreneurial behavior, whereas the administration of what the 
entrepreneur has first created is the proper function of management. 

In the United States entrepreneurial action has generated develop- 
ment through two broad processes, namely, the discovery and exploi- 
tation of natural resources—particularly subsoil assets—and the dis- 
covery and application of new technique. In brief, development rests 
upon the economic use of discovery. Although the economic literature 
provides many analyses of the significance of new technique—the 
best being the masterful study of innovation by Professor Joseph 
Schumpeter—it is almost silent on the economic significance of the 
process by which natural resources are discovered and exploited. 
Some of the reasons for this curious omission are apparent. The 
English classical economists made important use of the assumption 
that each nation possesses given or known natural resources. To take 
the word “known” as a perfect substitute for the word “given”’ is to 
imply that a nation’s known resources are exactly equal in kind and 
quantity to its knowable resources. In this country the subject was 
further confused through propagation of the fiction that the west- 
ward movement of the frontier fully revealed the gifts of nature; 
hence, the closing of the frontier closed the gap between our known 
and our knowable resources. How mere occupancy of the land served 
to reveal all the gifts of nature—those hidden as well as those not— 
is matter that is understood, if at all, only by the Keynesians. The 
net effect of the thesis is to discount totally the economic importance 
of entrepreneurial behavior directed toward the discovery of natural 
resources. The abilities required for the discovery and exploitation 
of natural resources are taken to be even more commonplace than 
those required for the perception of an investment opportunity in 
the area of technical discovery. 

15. The rate at which entrepreneurial problems are solved depends not only upon 
the abilities of the entrepreneurial class. Problems can be made more complicated and 
their solution thus delayed. In the 1930’s the New Deal increased enormously the 
importance of the political element in the typical problem. In time solutions would be 


found which would provide for the political element; but in the meantime recovery 
moved at a uniquely slow pace. 
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In this case perception depends only upon occupancy and the gen- 
erosity of nature. To the greater generosity of nature and not to the 
superiority of our entrepreneurial group we must then look if we are 
to explain the greater abundance of our current supplies of natural 
resources. In this viewpoint there is not even a hint of many easily 
ascertainable facts—the fact, for example, that the subsurface of the 
United States has been more thoroughly explored than the subsurface 
of any other nation and that this consciously directed search, as well 
as the original generosity of nature, provides the basis for our present 
national economic power.*® 

In creating policies to promote the economic growth of the less- 
developed nations—the nations, that is, which have exploited the gaps 
between discovered and discoverable resources and known and know- 
able techniques to a lesser extent than we have—our Keynesian-in- 
spired policy-makers either overlooked or misstated the nature of the 
entrepreneurial problem. They attempted to reduce the genuine entre- 
preneurial problems confronted by the less-developed nations to rela- 
tively simple managerial problems. Hence, the development of such 
areas was conceived in terms of reproducing, duplicating, or copying 
abroad the established processes known to them at home. Statement 
of the problem in these terms enabled them to visualize its solution 
in terms of supplying capital funds and know-how. In effect the re- 
quirements for development would be satisfied through setting up 
abroad the magic cigarette machines which convert money into con- 
sumer goods. It is no accident that the specific projects presented by 
the policy-makers invariably run in terms of public works—public 
power, roads, irrigation, and housing. Conceived in these terms the 
process of development becomes one which the planner believes that 
he can understand, manage, and, most importantly, control. 

If, on the other hand, observation of the phenomenon of inade- 
quate capital demand—in countries like Venezuela where there is 
no conceivable shortage of liquid capital—suggests the absence of a 
large and vigorous entrepreneurial group, we will need to restate the 
development problem in non-Keynesian terms.’ We will need to 


16. Since the economic analysis of wasting assets begins with the assumption that the 
assets are known, it ignores the economics of the process through which such assets 
become known. Clearly the costs of discovery cannot be analyzed in terms of the theory 
of quasi rent. It has been estimated, for example, that the exploration costs required 
for the discovery of petroleum in eastern Peru would be in excess of $100 million. 
Comparable costs are involved in the exploration of other areas. Although the dis- 
coverers of our subsoil wealth have made an enormous contribution to our national 
economic power, they have not always provided the information required for a full 
understanding of their discovery activities. 

17. Of course it is not implied that the underdeveloped countries are devoid of per- 
sons with first-class entrepreneurial abilities. Venezuela in particular benefits from the 
contributions of a small but excellent entrepreneurial group. 
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identify the determinants of the demand for, and supply of, entre- 
preneurial talent. If we accept the proposition that the entrepreneur 
sets his own proiblem and thus creates his own demand—this is the 
basic meaning of enterprise—then the demand for entrepreneurial 
services will be satisfied through the supplying of such services. Un- 
fortunately the economic literature provides very few clues by which 
one can isolate or identify the determinants of the enterpreneurial 
supply. The absorption of a generation of economists in further ex- 
ploiting the Keynesian fictions has had as a cost the postponement 
or abandonment of all those investigations intended to provide the 
information we now need. Thus, although we can now provide some 
information on how to increase the supply of entrepreneurship in the 
less-developed countries, we must await the return of the economist 
from the field of policy to the area of research before we can hope 
to offer anything in the nature of a complete answer. 

At the beginning of this paper I expressed a desire to return toa 
consideration of fundamentals. For this there would be no need if 
sufficient evidence existed to suggest that those controlling policy had 
learned anything from the experiences of the International Bank and 
other international agencies. The report by the United Nation’s spon- 
sored group of experts entitled “National and International Measures 
for Full Employment” demonstrates that the simple, mechanical 
Keynesian approach to development is far from dead.** I must con- 
fess that for a time I believed that a cabal within the United Nations 
was using the good name of Professor Clark and the distinction 
attaching to the chairmanship of the Harvard Department of Eco- 
nomics to promote measures which serve, in the words of Professor 
Jacob Viner, “to undermine the foundations of what remains of a 
free market, free trade, free enterprise world.”’* Happily, the recom- 
mendations of the experts were soon repudiated by a high council 
of the United Nations. I trust that I am not being overly optimistic 
in assuming that this decisive action ends for the moment at least the 
concerted drive to convert the International Bank’s loan policy into 
a program of international grants. In any case, the considerations 
outlined here may serve as a partial explanation of why development 
abroad has not responded to the policies of the last several years. 

18. National and International Measures for Full Employment, Report by a group 
of experts appointed by the Secretary-General; United Nations, Department of Eco- 
nomic Affairs, Lake Success, New York, December, 1949. 


19. Jacob Viner, “Full Employment at Whatever Cost,” Quarterly Journal of Eco- 
nomics (August, 1950), Pp. 407. 
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DISCUSSION 


H. FREDERICK HAGEMANN, JR.:* It seems probable that the coun- 
try will continue to drift along with its dangerous “something for 
nothing” policy until the people awaken to the disastrous results that 
are ultimately in store for them unless the present trend is reversed. 

The irony of the situation is that Congress knows the facts and 
would cut back spending, but under the politics of the situation, the 
demand for the cuts must come from the people. 

Those of us who already recognize the seriousness of the situation 
must speak out and convince the people that their true general wel- 
fare and that of their children lies not with a managed economy and 
continued inflation, but with the American capitalistic system and 
sound money. 


* Rockland-Atlas National Bank of Boston. 
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CREDIT REGULATIONS AND CONSUMER BUYING 


A CRITICAL EVALUATION OF AVAILABLE 
CONSUMER CREDIT STATISTICS* 


DuNcAN McC. HoLTHAUSEN 
A. Holthausen, Union City, NJ. 


AT THE PRESENT TIME there are three principal types of consumer 
credit statistics available on a regular or periodic basis. 

First, there are the volume statistics. These include the regular 
monthly estimates of consumer credit outstanding published by the 
Federal Reserve Board, the individual trade reports on instalment 
sales (or loans) and collections, likewise published by the Federal 
Reserve Board, and many monthly and annual reports on credit 
granted and unpaid balances made available by trade associations 
and state and federal governments. One should also include the credit 
data contained in the decennial Census of Business and in the Regis- 
tration Statements secured by the Federal Reserve Board in con- 
nection with Regulation W. 

Secondly, there are the family data obtained in the annual Con- 
sumer Finance Surveys of the Federal Reserve Board on incomes, 
savings, family composition, and other characteristics of credit users. 

As a third type of consumer credit statistics, there are the oper- 
ating data on collections, losses, delinquent accounts, and costs as- 
sembled by trade associations. There are also terms data such as size 
of down payment and length of repayment period made available by 
trade associations and the Federal Reserve Board. 

I plan to discuss the volume statistics, particularly the consumer 
credit series. There is much that can be said about the family data 
and operating data, but in the time alloted I feel it would be prefer- 
able to develop more fully a discussion of the present Federal Re- 
serve Board series on consumer credit outstanding. 

The consumer credit series was first published and made available 
on a current monthly basis in November, 1942, by the United States 


* This article by Duncan McC. Holthausen and the following article by Clarke L. 
Fauver and Ralph A. Young, with discussion by Reavis Cox, Avram Kisselgoff, Wallace 
Mors, and Thomas W. Rogers, were presented at a Joint Session of the American 
Finance Association and the American Statistical Association in Boston on Decem- 
ber 29, 1951. The general subject discussed at the session was “Credit Regulations and 
Consumer Buying.” The program was under the chairmanship of Ernst A. Dauer, 
Household Finance Corporation. 
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Department of Commerce. In constructing this series, the Commerce 
Department used benchmark data and prior year estimates developed 
by the Russell Sage Foundation and National Bureau of Economic 
Research in their research activities on consumer financing. Actu- 
ally, the series was called “short-term consumer” debt, which may 
still be a preferable term. 

In the series, consumer credit is defined as “the total amount of 
outstanding unpaid balances arising from credit extended to indi- 
viduals in their capacity as consumers, where the original credit ex- 
tension does not exceed five years.” 

As defined, the consumer credit series is meant to cover short-term 
credit extended to individuals in their nonbusiness capacity for the 
purchase of commodities such as food, clothing, home furnishings, 
household appliances, radios and television sets, and automobiles; 
credit extended for medical, legal and educational purposes, laundry, 
cleaning, and repair services, public utility services, funeral expenses, 
and other miscellaneous personal services; and credit extended for 
the repayment of debts arising from the purchase of these commodi- 
ties and services. 

“Credit” is considered any advance of goods or services in ex- 
change for a promise to pay at a later date. Thus whether the ad- 
vance is of two weeks duration, thirty days duration or thirty months 
duration, it represents credit. As an illustration, were a statement 
of account rendered for consumers on a given date, their notes and 
accounts payable (i.e., debt) should include items that would nor- 
mally be included on a balance sheet statement. 

The series includes five types of credit: (1) Instalment sale; (2) 
Instalment loan; (3) Charge account; (4) Single-payment loan; 
(5) Service. 

At the time of publication of the consumer credit (debt) series in 
November, 1942, by the Department of Commerce there were a num- 
ber of weaknesses noted. The single-payment loan series excluded 
all policy loans of life insurance companies. Instalment loan credit 
excluded non-FHA repair and modernization loans. All short-term 
loans of building and loan associations were excluded. The service 
series excluded credit arising from legal services rendered. 

Today, the consumer credit series has many of the same weak- 
nesses. There are other questionable areas—some arise from the use 
of estimating techniques that need change. Other weaknesses appear 
as our store of knowledge about credit to individuals grows and we 
realize that certain items are not entirely consumer. 

One problem common to each major group of the series arises 
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when credit is extended to professional people, farmers, or persons 
in business for themselves. For example, an automobile bought on 
time and used for work as well as for pleasure is not entirely a con- 
sumer item. The series excludes the sales of dealers who primarily 
sell items of business, professional, or farm use, but no adjustments 
are made for part-consumer and part-business use of an item. 

The statistical practicality of an adjustment for split use of an 
item is questionable. At the present time, information for such a re- 
vision is not available. Actually, a series so adjusted might be of little 
use to the Federal Reserve Board and to industry members. For ex- 
ample, from a Regulation W standpoint, the Federal Reserve Board 
is interested in the type of article being financed. The split use of an 
article is not important from an administrative standpoint. Members 
of the credit industry likewise are more interested in the type of 
article financed rather than its use. 

Perhaps the best method of evaluating the consumer credit series 
is to discuss each of the five major groupings separately, treating 
coverage of the grouping, methods of estimate, and reliability of esti- 
mates. 

THE INSTALMENT SALE CREDIT SERIES 


The instalment sale credit series covers consumer indebtedness 
arising from instalment sales of automobile dealers, department 
stores and mail-order houses, furniture stores, household appliance 
stores, jewelry stores, and a miscellaneous group of retail stores 
selling goods to the consumer on an instalment basis. Excluded are 
types of stores whose sales are predominantly to farmers, contrac- 
tors, or others for business purposes, namely, farm implement deal- 
ers; hay, grain, and feed stores; farm and garden supply stores; 
school supply and equipment dealers; and scientific medical instru- 
ment and supply dealers. 

The instalment sale credit series show for major retail components 
the amount of instalment receivables arising from the sales of each 
retail component regardless of whether the receivables are held by 
the retailer originating the paper or by a financial agency to which 
the paper has been sold. In other words, instalment sale credit is 
classified according to the type of retailer originating the credit, 
rather than according to the type of retailer or financial agency 
holding the credit. 

The major retail components for which separate figures are esti- 
mated include: automobile dealers, department and mail-order stores, 
furniture stores, household appliance stores, and “all other” retail 
stores. 
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The method of estimating automobile dealer sale credit outstand- 
ing from month to month is to use the trend of passenger car instal- 
ment paper held as reported by sales finance companies and com- 
mercial banks. The reporting sample of sales finance companies and 
commercial banks is adequate as a measure of the month-to-month 
changes in automobile paper holdings. The automobile dealer series 
does not include credit for repair purposes. 

The current month-to-month sample data used to project the de- 
partment store series include about 90 per cent of total mail-order 
store business and 50 per cent of other department store volume. 
The estimates for this group can be termed firm. 

The monthly sample data used to estimate instalment receivables 
arising from sales of furniture stores and household appliance stores 
are not entirely representative from a size of business or geographic 
standpoint. The furniture store monthly sample covers about ro per 
cent of volume in that trade. In the household appliance group the 
coverage has been less than ro per cent. Estimates for all other retail 
stores are projected using the trend of instalment sale credit other 
than automobile. 

The margins of error in the furniture, household appliance, and all 
other retail series, each of which has been projected from a 1940 
base, could be substantial, especially in view of the tremendous 
changes that took place in the retail trade during and after World 
War II. With all major retail instalment series, however, it has been 
possible to adjust the level of estimates annually by using more repre- 
sentative sample data collected once a year by the Federal Reserve 
System in the Retail Credit Survey. 

It would appear that the instalment sale credit estimates for de- 
partment, furniture, household appliance and all other retail stores 
are correct as to level. They approximate the volume of receivables 
shown by the 1948 Census of Business from which credit data have 
only recently become available. 

The obvious limitation in the instalment sale credit series has been 
the lack of frequent benchmarks and the inadequate samples for 
some retail trades. The furniture and household appliance estimates 
could be subject to very wide margins of error if it is again neces- 
sary to project these figures for a ten year period with only reason- 
ably adequate sample data and without more frequent benchmark 
statistics. The benchmark situation will be vastly improved, how- 
ever, if present plans for a Census of the Retail Trade every five 
years are carried out. 

The present method of estimating certain portions of sale credit 
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does not make full use of sample data now reported by financial 
agencies for consumers’ goods other than automobiles. Sales finance 
companies, commercial banks, and industrial banks purchase sub- 
stantial amounts of instalment paper arising from the instalment 
sales of these consumers’ goods and report both the volume of such 
paper purchased and outstanding balances monthly. While these 
“other consumers’ goods” as reported by the financial agencies may 
not be strictly comparable in coverage with the area covered by the 
present other sale credit estimates, their holdings of other sale credit 
paper amount to almost one-half of the total of such paper. A very 
substantial part of this paper held by the financial agencies repre- 
sents household appliance and furniture store paper, two of the areas 
in which sample retail coverage is not entirely adequate. Were it pos- 
sible to use this financial agency information in addition to the re- 
tailer data in compiling current sale credit estimates, the over-all 
quality of the estimates might be improved. 


INSTALMENT LOAN CREDIT 


The instalment loan credit series show for major cash lending 
components the amount of unpaid balances arising from instalment 
loans to individuals in their capacity as consumers. These loan credit 
estimates are largely classified according to the financial agency 
holding the loans. 

The major cash loan components include five financial agencies 
and two miscellaneous groupings. They are as follows: commercial 
banks, small loan companies, industrial banks, industrial loan com- 
panies, credit unions, and miscellaneous lenders, and FHA Title I 
repair and modernization loans. 

Varying degrees of detail on instalment loans are available through 
monthly reports from the various cash lending agencies. Table I 


TABLE I 
Direct Loans Personal Repair and 
Direct Loans for Other Con- Cash Moderniza- 
Type of Agency for Automobiles sumers’ Goods Loans tion Loans 
Commercial banks x xX y 4 x 
Credit unions xX 
Industrial banks xX xX xX xX 
Industrial loan companies x x x x 
Small loan companies x 
Miscellaneous x 


shows an outline of items estimated separately and included in the 
instalment loan total for each agency. 
Unquestionably credit unions, small loan companies, and miscel- 
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laneous lenders make loans to individuals for the purchase of, and 
secured by, either automobiles or other consumers’ goods, but it has 
not been feasible for these agencies to separate such loan totals in 
their current reporting and therefore only a combined instalment 
loan total is reported. 

The cash loan series has its limitations, primarily due to under- 
coverage of financial agencies and the inclusion of non-consumer 
loans. Registration statements under Regulation W indicate that a 
considerable volume of instalment lending is done by savings and 
loan associations, mutual savings banks, and investment and holding 
companies. Also many miscellaneous businesses extend credit repay- 
able en an instalment basis to their own employees although the 
volume of such loans is small. Some lending done by savings and 
loan associations against share accounts may result in the withdrawal 
of these savings for repayment of the debt, and, depending upon the 
definition of consumer credit adopted for the series, would or would 
not be considered credit extended. Estimates of the amount of in- 
stalment loan credit excluded from the series because of the fore- 
going omissions total about $400 million according to statements 
filed by registrants under Regulation W in 1950. 

The present series also excludes the non-insured repair and mod- 
ernization loans of all financial agencies. At the present time these 
loans are reported by 2 majority of the financial agencies in their 
current reports. The amount excluded from loan totals approximates 
$100 million. 

In contrast to the incomplete instalment loan estimates caused by 
undercoverage of financial agencies, the improper reporting of con- 
sumer loans, particularly by commercial banks, probably makes for 
overestimates of instalment loans. The inclusion of non-consumer 
loans in the commercial bank data is likely due to the fact that some 
banks adopted the practice of reporting as consumer loans all loans 
made through their personal loan departments. Actually, some of 
these loans are small business loans repayable on an instalment basis. 
While the semiannual Call Reports, which provide benchmarks for 
bank data, request that banks show separately business and con- 
sumer loans, some banks were probably not able to segregate these 
loans or misunderstood Call Report instructions for this particular 
category. It is possible that Call Report instructions may not have 
been explicit enough for proper classification of these loans. Also, 
lending agencies sometimes may not have specific information on 
the purposes for which loans are made. 

It is difficult to estimate how large a volume of non-consumer in- 
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stalment loans is included or excluded in the present series. Some 
people have estimated that at a minimum non-consumer loans ac- 
count for 15 per cent of the commercial bank instalment loan total. 
Were this the case, the commercial bank figure would at the present 
time roughly offset the undercoverage in the loan series because of 
the exclusion of the figures for certain financial agencies. Over a 
period of years, however, the cyclical behavior of these various ele- 
ments might be considerably different. 

It is suggested that total repair and modernization loans should 
be included with the estimates for each type of financing agency. 
Both FHA and other repair and modernization loans should be in- 
cluded. The present series shows only FHA loans. The benchmark 
for total repair and modernization loans would be obtained from the 
1950 Registration Statement. 

Savings and loan associations have substantial amounts of repair 
and modernization loans and these should be included in the instal- 
ment loan series. Savings and loan associations lend considerable 
amounts to shareholders against their share accounts as personal 
loans. To the extent that they are normally repaid, they should be 
included with loan totals. The inclusion of savings and loan associ- 
ation data may well require, if their volume is sizable, month-to- 
month reporting by a representative sample of associations. These 
reports should cover repair and modernization loans and personal 
loans. 

Other miscellaneous cash lending agencies, heretofore not included 
in the series, should be added. Among these agencies are mutual 
savings banks, investment and holding companies, certain mortgage 
companies, businesses that lend funds to their employees, and pos- 
sibly others. The benchmark data for these companies would be 
found in the 1950 Registration Statement. Current figures for this 
group could be estimated using the trend of loans shown by the prin- 
cipal cash lending agencies. 

Loans from one person to another person for consumer purposes 
should also be included in the series. The development of a series 
for individuals, however, is a long-term project. 

As previously indicated, the cash loan figures for commercial 
banks and possibly industrial banks include a certain volume of 
business loans. Efforts should be made to eliminate these noncon- 
sumer loans from the series. Perhaps the only feasible means of 
doing this is through periodic sample surveys of instalment loans. 
In addition, the benchmark statistics obtained in Call Reports should 
be improved as much as possible. 
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CHARGE ACCOUNT CREDIT 


The charge account credit series show the total amount of unpaid 
balances due by consumers to retailers and other types of business 
extending sale credit on a charge or open account basis. 

The benchmark figure for the present charge account series is pro- 
vided by the 1939 Census of Business. Census data made possible 
an estimate of total charge-accounts outstanding as of December 31, 
1939. The receivables of stores generally not dealing in consumers’ 
goods were excluded. 

From 1942 forward, the charge account figures were based on de- 
partment store data using a relationship derived from the movement 
of seasonally adjusted total charge accounts receivable and season- 
ally adjusted department store charge accounts receivable in the 
years 1935 through 1940. 

This series has its obvious limitations. It is based on a 1939 bench- 
mark and has been extrapolated from that date using a relationship 
found between the movement of the receivables of one type of retail 
trade to twelve types of retail trade, as shown during the period from 
1935 through 1941. 

It was originally intended that the charge account series be car- 
ried on currently using this relationship, but that once a year, using 
receivables information collected in the Retail Credit Survey for 
twelve types of trade, an adjustment be made. In 1944, however, the 
Retail Credit Survey conducted by the Federal Reserve System, did 
not include all twelve types of retail trade and the monthly or year- 
end receivables information needed to make this adjustment was not 
requested. 

In the period since 1941 Regulation W at one time or another had 
diverse effects on the charge accounts of many types of stores. Some 
retailers did not come under the provisions of Regulation W. Many 
hard goods stores, especially automobile dealers, household appli- 
ance, and furniture stores were closed during the war years and then 
new stores opened up in the postwar period. 

There have been buying sprees that affected the sales and receiv- 
ables of department stores to a greater extent than other lines of 
retail trade. Total charge account credit as estimated for such peri- 
ods might overestimate actual changes in volume. In estimating total 
charge account credit during such unusual periods, attempts have 
been made to take account of the changing factors, but this, of course, 
is, at best, only guesswork. The 1948 Census of Business figures now 
indicate that the present charge account series is roughly one billion 
dollars too high. 





bebi Wi ti 


bSaeiaidit § St 











380 The Journal of Finance 


A much firmer basis for making current estimates could be estab- 
lished if monthly charge account receivables information could be 
collected from grocery stores; motor vehicle dealers; and coal, ice, 
and fuel oil dealers. This information together with data collected 
presently from department stores, furniture stores, and household 
appliance stores would make possible estimates based on the move- 
ment of charge account receivables in trades accounting for at least 
60 per cent of total charge receivables as against the less than 20 
per cent sample representation used now. 

If it should not prove possible to establish current reporting for 
these several lines of trade, then the alternative is to continue making 
monthly estimates using the department store data but to correct 
and adjust the series annually by collecting data once a year from 
the stores accounting for the bulk of charge account volume. 

Were either of these estimating procedures not used it should be 
recognized that the current month-to-month figures as estimated 
from only department store data cannot be relied upon to show as 
accurately as desirable trends typical of total volume. Under such 
conditions the series should be discontinued. 


SINGLE-PAYMENT LOAN CREDIT 


The single-payment loan series is intended to show the amount of 
credit arising from the lending activities of commercial banks, pawn- 
brokers, remedial loan associations, and other miscellaneous lenders, 
where the obligations provide for repayment in a lump sum. 

For commercial banks, the figures from 1943 forward have been 
based on semiannual Call Reports which include all banks in the 
country. Monthly figures are estimated using the movement of “all 
other loans” after deduction of instalment loans as reported by a 
sample of weekly reporting banks. 

The commercal bank single-payment loan figures until recently 
revised greatly overstated true consumer loan balances. They in- 
cluded a very sizable amount of non-consumer loans. This occurred 
in large part because of the “catch-all” nature of the question on 
single-payment loans asked in the semiannual Call Report of the 
federal banking agencies. 

Beginning with the December 1942 Call Report the miscellaneous 
item of previous statements—‘“all other loans’”—excluded loans to 
individuals for the first time. The result was that the category “single 
payment loans” became the miscellaneous item for loans to individ- 
uals. This change required banks to classify as single payment loans 
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all non-instalment loans to individuals for consumer purposes plus 
all other non-instalment loans to individuals, the purposes of which 
did not fit into the regular loan categories such as “commercial and 
industrial loans,” “loans to framers,” “loans to brokers and dealers 
in securities,” “other loans for the purpose of purchasing or carrying 
stocks, bonds and other securities,” “real estate loans,” and ‘“‘con- 
sumer instalment loans or paper.” Any loans to individuals on a non- 
instalment basis, the purposes of which were unknown, were likely 
to be included with single payment loans. 

Apparently there is a large variety of non-consumer purposes for 
which loans can be made to individuals, none of which fall by pur- 
pose into a specific category mentioned above and therefore are auto- 
matically included with single-payment loans. The purposes of some 
of these loans to individuals are as follows: purchase of a home, in- 
vestment in unlisted securities, investment in real estate, reloan to a 
business enterprise, investment in business (partnership and corpo- 
ration), repayment of funds due partner on liquidation of partner- 
ship, financing of construction, short-term advances to assist in fi- 
nancing and purchasing of real estate and mortgages, and accounts 
receivable financing for accountants, doctors, lawyers, and other pro- 
fessional people. 

Many single-payment loans of banks are secured by life insurance 
policies or securities and, in the case of larger banks, amounts loaned 
to some individuals are very substantial. In some New York banks, 
for example, the average loan is about $10,000 in size vit 1 a number 
of loans amounting to more than $50,000 and accounting for a sub- 
stantial part of total volume. 

The downward revision of two billion dollars in single-payment 
loans, made last year by considering all loans above $3,000 in size 
as non-consumer loans, eliminates the overstatement of the commer- 
cial bank figures. It has been found recently, however, by the Federal 
Reserve Board that a sizable number of loans above $3,000 are actu- 
ally consumer loans, and that there are many non-consumer loans 
of less than $3,000 in size. Present information would indicate that 
the revised consumer loan total is perhaps $500 million too low. 
Eventually, the Board will have to undertake a more thorough sta- 
tistical study of single-payment loans in order to classify them prop- 
erly. 

The over-all single-payment loan series further understates the 
true figure because of the exclusion of certain lending agencies. As 
already mentioned, the non-instalment loans of industrial banks, in- 
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vestment and holding companies, and other miscellaneous financial 
and business agencies are not included in current totals. Also life in- 
surance policy loans are not included. 

While it is a long-term project, the single-payment loan series 
should be adjusted to include the loans of these financial agencies, 

An exploratory study of the policy loans of insurance companies 
should be undertaken as soon as possible. Information to be assem- 
bled on policy loans would include: total volume, repayment periods, 
size of loan, and purpose of loan. While a study covering the entire 
industry is probably out of the question, perhaps an analysis could 
be made of a sample of policy loans. Such a study, while not compre- 
hensive, should serve as a basis for determining whether the policy 
loans of these companies are properly a part of consumer credit. 

Regarding the single-payment loans of other financial institutions, 
their inclusion in the series is a matter of assembling for each type 
of financial agency a set of statistics on their outstanding loans. 
Little source material is presently available and this information 
will need to be assembled as opportunities arise for inclusion of ques- 
tions relating to these loans on future reports submitted by these 
agencies to state or federal authorities. 


SERVICE CREDIT 


The service credit series purports to show consumer balances aris- 
ing from services rendered by medical practitioners, hospitals, laun- 
dries, cleaning and pressing establishments, funeral parlors, public 
utilities, and correspondence schools. 

The service credit estimates for the years 1929-40 were based on 
data developed by the Russell Sage Foundation. Beginning with 1941 
the series was based on service income data using a relationship de- 
rived between service credit year-end figures and income payments 
for the service industries. 

Actually, there has never been an adequate benchmark for the 
service credit estimates. Russell Sage figures were based on rather 
fragmentary receivables data assembled for the principal service 
creditors. Since the time that the Russell Sage figures were compiled, 
a comprehensive set of income statistics for service components has 
been assembled by the National Income Division of the Department 
of Commerce. Were it possible to obtain ratios of receivables to in- 
come for the principal service groups, the service credit estimates 
could be given much firmer footing. One serious limitation in working 
with receivables data for professional people such as doctors and 
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dentists is the large volume of long delinquent accounts carried on 
the books. 

There is a question as to the amount of accounts receivable held 
by public utilities that represent consumer receivables. It should be 
determined whether adequate allowance is made for utility receiv- 
ables that represent business credit. Also whether there is a proper 
allowance made for consumer deposits with utilities. In the original 
estimates of the Russell Sage Foundation, allowance was made for 
both of these factors. 

Consumer debt arising from legal services and on the books of 
lawyers is not included in the present service credit series. Under 
the definition of consumer credit, certainly credit for legal purposes 
should be included. 

A completely adequate revision of the service credit series cannot 
be expected in the near future. Census or other global information 
must be obtained on the consumer receivables of service establish- 
ments, medical practitioners, and other professional persons. The 
Bureau of the Census, because of budget limitations, was not able 
to include questions on the receivables of service establishments in 
the 1948 Census. Plans should be made now for the inclusion of such 
data in the next Census of Service Establishments. In addition, sur- 
veys of the income and receivables of professional persons (ratio 
data if necessary) should be encouraged and available statistical 
data covering various types of service establishments should be as- 
sembled. 


GENERAL EVALUATION OF THE SERIES 


When the over-all consumer credit series were first developed and 
set up on a current monthly basis by the Department of Commerce, 
it was thought that there would continue to be proper benchmark 
and sample data available for maintaining a set of firm estimates. 
At that time, it appeared that service credit would be the only serious 
weak spot in the entire series. Service credit was not an important 
part of total credit in volume and also was not subject to wide short- 
term fluctuations. So it was felt, in spite of the shortcomings of the 
service data, that it was worth while including these figures to provide 
a total estimate of short-term consumer credit. 

Many changes have occured since 1942, the date when the total 
Consumer Credit series was first established, and today the series 
rests on rather weak footing. The non-instalment series are particu- 
larly weak. First, it has not been possible to make any further re- 
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finements in the service credit data. Secondly, the collection of cer- 
tain sample data on charge account credit was discontinued and there 
were no further benchmarks until the 1948 Census. While these Cen- 
sus data have just become available and it will be possible to revise 
the series to a more correct level, representative sample data for 
making monthly estimates are still lacking. Thirdly, it has only re- 
cently become known that the Call Report figures obtained on single- 
payment loans semiannually contained very substantial amounts of 
non-consumer paper. While a correction has been made for these 
non-consumer loans, it would appear that the correction was too 
severe and a further revision is needed. The two instalment segments 
of the series—sale credit and cash loan—are in reasonably good 
shape but certain areas need improvement. 

Benchmark data have been a real problem in the maintenance of 
the consumer credit series. Adequate benchmark data have not been 
readily available to check levels of estimate or make needed re- 
visions. 

In the retail field, the Federal Reserve Board has been largely de- 
pendent upon Census data to provide 100 per cent coverage for any 
trade. Credit data from the 1948 Census are just becoming available. 
This marks the first adequate benchmark since the 1939 Census. The 
Federal Reserve Board is, of course, already taking steps to make 
any necessary revisions in its retail credit estimates. 

In the cash lending field, the Federal Reserve Board is able to play 
a more direct part in obtaining benchmark data. The Federal Re- 
serve Board, the Comptroller of the Currency, the Federal Deposit 
Insurance Corporation, and the state bank supervisory agencies co- 
operate in the collection of statistics from all commercial banks and 
industrial banks in the country through the medium of the Call Re- 
port. For other cash lending agencies the Board relies primarily on 
state data. 

Unfortunately, the Call Reports have not provided completely ade- 
quate consumer credit data. In some cases, banks do not maintain 
loan records that clearly identify the purpose of all loans made to 
individuals. In other cases, banks report all loans made through par- 
ticular departments as consumer or business loans regardless of 
purpose. The consumer credit items as reported on the Call Report 
have, therefore, included some business or other non-consumer pa- 
per. Likewise business loan items have included some consumer or 
other nonbusiness paper. 

There has been a lack of aggressiveness on the part of the bank 
supervisory agencies in following up the reporting of items on the 
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Call Report. The supervisory agencies should endeavor to see that 
commerical banks understand the various purpose classifications of 
joans and report their loans as properly as possible. Naturally, the 
cost of reporting these data and the limitations of any individual 
bank’s knowledge of purpose of some loans must be taken into ac- 
count. In addition, perhaps the bank supervisory agencies can devise 
some basis for making needed adjustments in various reported loan 
totals. 

To digress a moment, considerable criticism has been leveled at 
the Federal Reserve Board series in recent years by some groups 
in the consumer credit industry. Certainly some of it is justified. 
We must be alert, however, that this criticism is not in all cases sim- 
ple criticism of statistics, but in many cases it is suggested by some- 
thing quite different, which is opposition to control or regulation. 

There have been frequent attacks on the series because it includes 
credit of two weeks or thirty days duration. In my opinion the 
credit series should include all short-term credit that can be identi- 
fied as such under its definition. The two-week account is a credit 
extension, the thirty-day charge accouit is a credit extension, the 
15-month loan is a credit extension, and each of these accounts 
properly belongs in the consumer credit series. When we measure 
consumer income, all income that can be identified as consumer re- 
gardless of amount, source, frequency of payment, type of payment 
or economic effect is included. 

From an economic standpoint there is, of course, a vast difference 
in the thirty-day credit and fifteen-month credit. But that does not 
mean that either type of credit should be excluded from the over- 
all consumer credit series. 

There is reason to have separate estimates for these different 
types of credit such as is done now by having different credit com- 
ponents, namely, instalment sale, instalment loan, charge account, 
single payment loan, and service. It would also seem proper that 
in any discussion of a particular type of credit, the estimates re- 
ferred to should be limited to that type of credit. 

The nature of the revisions made in the consumer credit statistics 
depend in part, of course, on the extent to which the Board of Gov- 
ernors of the Federal Reserve System wishes to underwrite an ad- 
equate consumer credit series. A good, sound, short term consumer 
credit series requires extra expenditures for charge account receiv- 
ables in information, single-payment loan data, and spot surveys of 
service credit. It requires more detailed and careful reporting from 
commercial banks on instalment credit. It may require certain 
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current reporting on single payment loans. A good series requires 
periodic benchmark data not covered by present-day federal or state 
reports of financial agencies. It requires benchmark data for retail- 
ers—covering instalment sales and receivables and charge sales and 
receivables—perhaps every five years. It may require current infor- 
mation on life insurance company policy loans. 

The extent to which revisions should be made is in some degree a 
matter of public interest and public responsibility. Refinements in 
the series are not just a matter of providing personnel within the 
Federal Reserve System to tabulate reports. Business firms have to 
supply the figures, and they undergo costs in the reporting of data. 
The reporting of a particular type of credit data by a financial agency 
might be a very costly undertaking. In making any revisions, the 
Board should attempt to weigh the need for and uses of various 
credit data by supervisory authorities, by business, and by the pub- 
lic as against the costs involved by all concerned in assembling the 
information. 

On balance, an over-all major revision of the series, if made, 
probably would not make for any great change in the total estimated 
amount of consumer credit although there would be differences in 
individual components and the cyclical movement of the series might 
change somewhat. 

The following factors in such a revision would probably make for 
a decrease in consumer credit: elimination of nonconsumer credit 
from instalment series; revision of charge account series to new 
1948 Census benchmark. 

The following factors would make for an increase in consumer 
credit: revision of the instalment loan series to include savings and 
loan associations, mutual savings banks, and other miscellaneous 
agencies not now included; inclusion of repair and modernization 
loans other than FHA; the inclusion of certain life insurance pol- 
icy loans in the single-payment loan series; revision of commercial 
bank single-payment loans to include certain consumer loans now 
excluded; the inclusion of credit extended by lawyers in the service 
credit series; a revised estimate of credit extended by medical prac- 
titioners. 

As a by-product of any general revision that is undertaken, it 
would be very useful if the Federal Reserve Board at a later date 
would find a place in its various banking and credit statistics for 
the non-consumer paper that is removed from the present consumer 
series. For example, certain non-consumer paper in the present com- 
mercial bank series should be properly added to “business loans.” In 
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the case of sales finance companies, non-consumer paper could be 
added to data already available covering credit for purchase of 
trucks, farm implements, and other commericial equipment. Perhaps 
a “business loan” series could be developed for sales finance compa- 
nies. 

We all know that the Federal Reserve Board is actively consider- 
ing and working on revisions of its various consumer credit statis- 
tics. In the work that the Board undertakes, I hope that its aim will 
be to improve first the estimates of consumer credit outstanding. 
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MEASURING THE IMPACT OF CONSUMER CREDIT 
CONTROLS ON SPENDING* 


CLARKE L. FAUVER and RALPH A. YOUNG 
Board of Governors, Federal Reserve System 


THIS PAPER, AS ITS TITLE INDICATES, is devoted to the impact of 
consumer credit regulation on spending. Since such regulation af- 
fects immediately the consumer sector of the economy, we have 
further restricted its scope to effects on consumer spending. The 
paper does not attempt to marshal and evaluate arguments for and 
against consumer credit regulation. In addition, it is concerned 
principally with the application of the regulation to the instalment 
credit field and not to the entire consumer credit field. Finally, the 
treatment relates primarily to the restrictive use of the regulation; 
it does not explore to any length the opposite case of relaxation or 
stimulation. To be sure, much of the analysis of consumer credit 
regulation in its limited application on instalment credit would also 
apply to a broader application; and much of the analysis of the 
restrictive use of the regulation is merely the obverse analysis of 
its use to stimulate credit expansion. 


ROLE OF THE CONSUMER * 


There are many different ways in which consumers can react to 
more restrictive instalment credit terms and how they do, in fact, 
react is one of the most important variables in the impact of the 
regulation on spending. The consumer has several alternative choices 
which have varying economic effects. First, he may choose not to 
buy the regulated article at all. To the extent that he holds the money 
which would have been used for a down payment and adds to his 
savings the funds that would have gone for periodic instalment pay- 
ments, the effect is even more anti-inflationary than mere preven- 
tion of credit expansion. Even should he decide to purchase non- 
durables, it is most unlikely that the amount of credit involved 
would be as large as if he had bought the durables on easier credit 
terms and therefore unlikely that the aggregate of his purchases 
would be as great. 

* This paper was prepared with the association of members of the staff of the Board 


oi Governors in both the Division of Research and Statistics and the Division of Selec- 
tive Credit Regulation. 
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In the event he is determined to buy the regulated article on the 
more restrictive terms, and to delay his purchase until he can meet 
the requirements, the intermediate delay is anti-inflationary with 
respect to the market for durable goods, and the amount of credit 
used in the purchase of such goods, when it is extended, will be less 
than otherwise and the rate of repayment will be increased. Further, 
the process of accumulating the necessary cash will mean that less 
of his current income is available to buy non-durables. Should he 
choose, instead of delaying his purchase, to buy a cheaper com- 
modity, the amount of credit extended will be less. 

It may be that he will decide to draw upon his accumulated sav- 
ings in order to buy. This he may do to meet the required increment 
of down payment, to supplement his periodic payments during the 
life of the contract, or to make a larger down payment than re- 
quired so that his periodic payments will be manageable out of cur- 
rent income. To the extent that stricter terms are accompanied by a 
decline in saving or a decline in consumer holding of liquid assets, 
the effectiveness of the regulation in limiting consumer spending is 
correspondingly reduced. 

In addition to the direct effects on consumer demand for listed 
articles, instalment credit regulation may also affect the demand 
for non-durable goods. Those consumers who meet the stricter terms 
will have less cash initially to spend from liquid assets on other 
goods, as a result of the higher down payments, and will have less 
to spend currently out of income during the life of the contract 
because of the higher monthly payments resulting from the short- 
ened maturities. On the other hand, to the extent that potential pur- 
chasers of durable goods are discouraged from buying, their demand 
for non-durables may expand. 

Total consumer goods demand (non-durables plus durable goods 
demand) is lessened by the amount of the decrease in credit granted 
in a given period of relatively strict instalment credit terms. The 
gross effect of reduced credit purchases on total demand may be off- 
set in given periods, of course, by the extent to which credit restric- 
tions induce consumers to dissave by drawing down liquid balances. 
But a net increase in total demand that results from an increase in 
cash purchases which is larger than the decrease in credit purchases 
cannot reasonably be considered to be in effect of credit regulation. 
Within a given total of consumer demand there may be a shifting 
from durables to non-durables. Under present conditions such a 
shift may actually be desirable for a better co-ordination of the 
defense effort. In any event, it seems clear that stricter terms curb 
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the expansion of instalment credit and thus hold down the expan- 
sion of total consumer purchasing power. 


ELEMENTS AFFECTING CONSUMER SPENDING 


So much for general background with respect to the spending 
effects of restrictive consumer credit regulation. The application of 
such general economic reasoning to a specific market situation in 
time has to take into account a variety of different variables affect- 
ing consumer spending at the same time. It also has to recognize that, 
in a rapidly changing situation, the relative importance of particular 
variables may change significantly. Since all of the various elements 
affecting consumer spending act in combination with one another, 
the task of measuring the impact of any one of them necessarily 
encounters many difficulties. That this is so can be made evident by 
a brief review of some of the more important “other” variables af- 
fecting the volume of consumer spending over time. 

Of prime importance, of course, are the level and direction and 
rate of movement of consumer incomes and prices. The relation of 
these factors to spending and to the use of instalment credit is basic, 
although even here there may be significant departures as we have 
witnessed in the first half of 1951. Relatively high levels of con- 
sumer income, reliable assurances of continued employment, and an 
expectation as to the continued maintenance of current price levels 
are conducive to extended buying on credit so long as goods are 
available. 

The distribution of disposable income and of the number of con- 
sumer units by income classes is also of great importance. During 
the war and postwar periods, it appears that a larger proportion 
than prewar of total consumer income has been received by those 
groups of the population normally making use of instalment credit. 
In addition, the proportion of consumer units falling in these in- 
come groups has also been greater than prewar. These facts, to- 
gether with increased total popluation, have resulted in a substan- 
tially broadened durable goods and instalment credit market. 

The amount of liquid assets held by, and the ownership distribu- 
tion among, consumers is another important element in consumer- 
spending, and one also closely related to personal income. The liquid 
asset factor is particularly connected with the impact of credit regu- 
lation on spending because the ability of many buyers to meet 
minimum down payment requirements depends to a considerable 
degree on their liquid asset reserves. In recent years, large liquid 
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asset accumulations carried forward from wartime have constituted 
a highly volatile element in consumer markets. 

Still a further factor to be considered is the inventory position 
of consumers with regard to items ordinarly involving a substan- 
tial portion of credit sales, such as furniture, washing machines, 
refrigerators, automobiles, and other major durable goods. Again, 
one finds a sharp contrast in the frequency of ownership, average 
age, and mechanical condition of consumer holdings of each of these 
items after five years of extended high-level buying subsequent to 
artificial shortages resulting from the war. With a new product like 
television, there are still other complicating factors such as the 
restriction of reception areas and rapid technological developments 
which influence consumer-spending for that particular item to a 
substantial degree. 

Other highly important factors bearing on the pattern of con- 
sumer spending are the prices for the various durable goods and 
the relationship of prices in this field to other kinds of goods and 
services which are constantly in competition for the consumer’s 
dollar. Much time could be devoted to considering the changes which 
have occurred over the past decade in the structure of durable goods 
prices as compared with changes in consumer incomes in the same 
period, but it is sufficient for our purposes here to point out and 
emphasize their importance to our problem. 

Finally, there is perhaps one of the most elusive and unpredict- 
able elements of all—consumer psychology. Buying moods can and 
do change almost overnight from a frantic demand for goods sweep- 
ing shelves and showrooms bare to one of great hesitancy and re- 
luctance. In the past eighteen months we have gone through this 
cycle twice. One of these cycles occurred before Regulation W had 
been reinstated; the other afterward, and despite relatively restric- 
tive terms. 

Recognizing these limitations on our ability to measure the inde- 
pendent effect on consumer spending of credit regulation, it is worth 
reviewing certain available material which does help to spell out 
some of the more direct effects of the regulation. 


IMPACT OF CONSUMER CREDIT REGULATION 


Federal regulation of instalment credit operates by establishing 
minimum down payments and maximum maturities on instalment 
credit for the purchase of automobiles, major household appliances, 
radios and television sets, furniture, and home improvements; and 
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by establishing maximum maturities on instalment loans for certain 
other purposes. It is estimated that in its present form the regula- 
tion (Regulation W) applies to about three-fourths of the consumer 
instalment sales. Much of the non-regulated instalment credit is 
customarily extended by the trade on terms more restrictive than 
those required by the regulation and by its nature this credit tends 
to be less volatile than the regulated credit. 

The immediate effects of the regulation are: (1) to set a limit 
beyond which the trades affected may not reduce down payments 
or lengthen maturities, and (2) to bring about an increase in down 
payments and a reduction of maturities depending on the restrictive- 
ness of the regulatory provisions. Larger down payments reduce the 
amount of credit initially extended in connection with a given vol- 
ume of instalment sales, and shorter maturities cause outstanding 
balances to be reduced more rapidly by increasing the rate of re- 
payment. In addition to these effects, instalment credit regulation 
influences the volume of instalment credit sales, as compared with 
the volume that would have been transacted if the regulation did 
not exist or if it prescribed more or less restrictive terms. 

In trying to measure the impact of consumer credit regulation on 
spending, there are several different types of data that can be util- 
ized. First, there is a substantial body of evidence about the effect 
of the regulation on the existing pattern of credit terms. Then one 
may examine data showing the proportion of sales of certain items 
which involved the use of credit and who were the people who used 
credit. Thirdly, it is possible in very general terms to analyze the 
impact of the regulation on marginal consumers whose purchases 
depend most heavily on the use of lenient credit terms. Finally, there 
is the impact registered by net change in instalment credit outstand- 
ing. Net credit change indexes the contribution of instalment credit 
to total consumer spending. 


EFFECT OF CREDIT REGULATION ON TERMS 


By specifying certain limits for minimum down payments and 
maximum maturities for instalment contracts, regulatory action 
brings about important changes in the pattern of terms applicable 
to instalment buying. To determine the extent of such changes, in 
both the 1948-49 period during which the regulation was in effect 
and during its present administration, the Federal Reserve System 
has conducted studies of instalment contracts written both before 
and after either a relaxation or a tightening of credit terms. These 
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studies provide important clues to the effect of the regulation under 
varying circumstances (see Table 1). 

In early 1949, consistent with a policy of general credit ease, 
Regulation W was relaxed on two successive occasions, first on 
March 7 and further on April 27. A study of contracts negotiated 


TABLE 1 


MATURITIES AND Down PAYMENTS ON INSTALMENT CONTRACTS 
DURING SELECTED Pertons, SEPTEMBER, 1948 TO JUNE, 1949 


Sept. 20, 
1948- Mar. 7- Apr. 27- 
Mar. 6, Apr. 26, June 30 
Commodity Groups 1949 1949 1949 
New automobiles 
Maturity: Average (months). . wes 17.4 19.6 
Maximum permitted (months)... .15-18* 21.0 24.0 
Down payment: Average (per cent)........ 45.9 46.1 45.0 
Minimum permitted (per 
cent) ; 33-3 33-3 33-3 
Used automobiles 
Maturity: Average (months)... = 13.3 14.6 15.2 
Maximum permitted (months)... .15-18* 21.0 24.0 
Down payment: Average (per cent) Tae 41.8 41.4 
Minimum permitted (per 
cent) .. . seeee 33-3 33-3 33-3 
Refrigerators 
Maturity: Average (months) 12.8 15.2 17.8 
Maximum permitted (months) 15-18* 21.0 24.0 
Down payment: +tAverage (per cent) -- wee 20.1 16.7 
Minimum permitted (per 
cent) .. 3 Herat Ae 20.0 15.0 10.0 


* Maximum of eighteen months when principal amount was more than $1,000, pro- 
vided monthly payment was not less than $70. 


t Percentage of selling price after deduction of amount allowed for any trade-in. 


before and after each of these dates showed that, as a result of lib- 
eralizing the regulatory limits, there were large increases in the 
proportion of contracts specifying relatively small down payments 
and comparatively long maturities. On new passenger automobile 
contracts, for example, repayment periods were lengthened from 
an average of approximately fifteen months before the easing of 
terms to an average of about twenty months following the second 
relaxation. 

After terms were eased, many borrowers who might have been 
able to buy on the basis of tighter terms nevertheless took advantage 
of the more lenient terms. Some borrowers, as is always the case, 
put down more cash than was required and contracted to repay in 
less time than was permitted. In addition, however, as indicated in 
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more detail in the results of the study, there is a strong probability 


that the easing of terms in 1949 brought people into the market who 
otherwise, at the given time, would not have been able to buy.’ Fol- 
lowing the lapse of Regulation W after June 30, 1949, there was 
further relaxation of terms by the trade which subsequently con- 
tributed to the unprecedented increase in instalment credit after 
the Korean outbreak a year later. 

An indication of the effectiveness of regulatory action working in 
the opposite direction can be found in the changes in terms which 
took place as a result of the reintroduction of Regulation W in Sep- 
tember, 1950, and the subsequent tightening of terms in October 
of that year. 

The results of studying terms in contracts written over various 
periods from April 1, 1950, to October 31, 1951, indicated that while 
the regulatory terms estbalished in September, 1950, were about as 
liberal on the average as terms prevailing before Regulation W was 
reissued, those established on October 16 were considerably more 
strict than the preregulation pattern.” 

The terms imposed on October 16, 1950, had a substantial effect 
in lowering average maturities and raising average down payments. 
In the case of new cars, the average maturity of instalment con- 
tracts for their purchase was reduced from twenty-one months to 
fourteen months. The average maturity on used cars dropped from 
sixteen to thirteen months; on television sets, radios, and house- 
hold appliances, from eighteen to thirteen months; for furniture, 
from fourteen to twelve months; and for home improvement loans, 
from twenty-six to twenty-one months. 

Similarly, average down payments on instalment contracts were 
increased for each major class of consumer durable goods. Down 
payments on instalment sales of television sets, radios, and house- 
hold appliances, for example, were doubled, rising from an average 
of 15 per cent in the period immediately preceding the reissuance 
of the regulation to 29 per cent after issuance. 

The change in instalment contract terms brought about by the 
amendments to the Defense Production Act which became effective 
July 31, 1951, resulted in a relaxation of credit terms, especially in 
the television, radio, and household appliance fields. The relaxation 
came about mainly through a lowering of the down payment re- 

t. Milton Moss, “A Study of Instalment Credit Terms,” Federal Reserve Bulletin 
(December, 1949), pp. 1442-49. 

2. Philip M. Webster, “Instalment Credit Terms Before and During Regulation,” 


Federal Reserve Bulletin (July, 1951), pp. 800-806, and later material as yet un- 
published. 
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quirement and a change in trade-in rules applicable to these prod- 
ucts. In about one-third of the instalment contracts for the sale of 
refrigerators, and one-fourth of the contracts for television sets and 
other major household appliances, the value of a trade-in is being 
used as all or a part of the required down payment. The recent 
increase in instalment buying is traceable in part to the availability 
of these more lenient credit terms. 

From this statistical evidence it appears that each time credit 
terms have been changed by regulatory action there have been 
marked changes in the average terms on which instalment contracts 
were written for the sale of goods covered by the regulation. The 


TABLE 2 


MATURITIES AND Down PAYMENTS ON INSTALMENT CONTRACTS 
DURING SELECTED PERIops, APRIL, 1950—OCTOBER, 1951 


Oct. 16, 
April 1- 1950— July 31- 
Sept. 17, Feb. 1, Oct. 27, 
Commodity Groups 1950 1951 1951 
New automobiles 
Maturity: Average (months) 20.9 14.0 16.5 
Maximum permitted (months) 15.0 18.0 
Down payment: Average (per cent) 42.5 49.3 47.1 
Minimum _ required = (per 
cent ) 33-3 33-3 
Used Automobiles 
Maturity: Average (months) 16.2 13.0 14.9 
Maximum permitted (months) 15.0 18.0 
Down payment: Average (per cent) 38.0 42.8 41.7 
Minimum _ required (per 
cent) 33-3 33-3 
Television sets, radios, and household appliances 
Maturity; Average (months) 18.2 13.2 15.2 
Maximum permitted (months) . 15.0 , 
Down payment:* Average (per cent) 14.5 29.3 21.2 
Minimum required (per 
cent ) 25.0 15.0 
Furniture 
Maturity: Average (months) 14.2 13:2 13.2 
Maximum permitted (months) 15.0 
Down payment:* Average (per cent) 16.7 22.1 21.0 
Minimum required (per 
cent) : 15.0 15.0 
Home improvement goods and services 
Maturity: Average (months) . 26.0 21.4 24.4 
Maximum permitted (months)... . 30.0 36.0 
Down payment:* Average (per cent) 10.5 15.7 15.2 
Minimum required § (per 
cent) ; 10.0 10.0 


*In period Oct. 16, 1950, to February 1, 1951, down payment calculated as a per- 
centage of selling price after deduction of amount allowed for any trade-in; in other 
Periods, as a percentage of selling price and including value of trade-in. 
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relationship of these shifts in average terms to the amount of new 
credit granted and to the amount of instalment credit outstanding 
in these periods will be discussed at a later point in this paper. 


PROPORTION OF PURCHASES INVOLVING CREDIT 


Turning now to a review of the extent to which credit is used in 
connection with the purchase of listed articles, it is self-evident that 
the impact of the regulation depends very largely on the proportion 
of credit buying in the regulated areas. Only as the regulation helps 


to curb the over-all expansion of purchasing power are its effects | 


felt outside this area. 

The Federal Reserve Board’s annual Survey of Consumer Fi- 
nances collects a substantial amount of information about consumer 
purchases of automobiles and other major durables, as well as the 
incomes and liquid asset positions of those who made such pur- 


chases in a given year. From the survey conducted early this year, 


it was found that of all new car buyers during 1950 about half those 
purchasing cars costing less than $2,000 and two-fifths of those 
buying more expensive automobiles purchased on credit. Nearly 
three-fourths of the buyers of used cars costing $500 or more bought 
on credit (see Table 3). 

Among the major household appliances, credit was used by about 
half the purchasers of refrigerators and two-fifths of those who 
bought television sets. Because of the large proportion of fairly in- 
expensive radios, credit was required by less than one-third of those 
buying radios in 1950. The relative importance of credit transactions 
in the purchase of major consumer durable goods is shown in Table 
3: 

Other things being equal, it would appear that the impact of credit 
regulation would reduce the proportion of instalment sales to total 
sales. There is little evidence now available to show that this has 
been noticeably true in recent periods, however, largely as a result 
of a number of other factors influencing consumer demands. High 
levels of employment and income have placed many consumers in a 
position to deal on a cash basis or to meet the more restrictive terms 
imposed by the regulation. Further, shifts in the international situa- 
tion have alternately stimulated and dampened consumer spending. 
Such shifts in the proportion of sales on credit as may have occurred 
reflect these factors as well as the effect of the regulation. Unfor- 
tunately, data on the proportion of transactions carried out on 4 
credit basis are only available annually, and then only primarily 
through special studies like the Consumer Finances Survey and the 
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fnew Retail Credit Survey. Statistics for 1951 will not be at hand for 
anding | several months. 
CHARACTERISTICS OF USERS OF CREDIT 
In measuring the impact of credit regulation on consumer-spend- 
sed in | ing, it is also desirable to have information on who the people are 
1t that whose buying and borrowing may be affected. Here, again, we can 
ortion turn to the Survey of Consumer Finances for some clues to the eco- 
helps TABLE 3 
effects | = : ai sas sit itil 
RELATIVE IaPoRTANCE OF CREDIT IN PURCHASE OF SELECTED 
Dvuras_e Goons IN 1950* 
er Fi- PERCENTAGE OF NUMBER 
: PURCHASED THROUGH 
su . 
mat Credit 
as the Total arrange- Casht 
1 pur- | Tyre or Goops AND PRICE ments{ 
ae Radios 100§ 30 68 
, year, Television sets 1004 41 56 
those Refrigerators 100§ 51 46 
those New automobiles 
early Under $2,000 100 51 49 
hy $2,000 and over 100 41 59 
] 
ougnt Used automobiles 
Under $500 100 37 63 
about $sco and over ; 100 71 29 
> who * From the 1951 Survey of Consumer Finances, which covered about 3,500 individual 


te f spending units. For article on purchases of durable goods, see pp. 759-76 of Federal 
y in- Reserve Bulletin for July, 1951. 


those t Includes instalment and other credit arrangements, but those on an instalment 
ctions basis predominate. 
Table ¢ Trade-in allowances are treated as cash. 


§ Includes small percentage not shown separately for which method of payment was 
not determined. 





credit 

total nomic and demographic characteristics of those who use this type 
is has of credit. Although these findings are not conclusive, they are sug- 
result gestive of important considerations in the regulation of instalment 
High credit. 

sina In 1950, about half the spending units using credit in their pur- 
terms chase of new cars and about nine-tenths of credit purchasers of used 
situa) | cars had incomes of less than $5,000. These proportions reflect not 
ding. only the somewhat larger frequency of credit purchases among lower 
urred income groups, but also their much greater importance in the used 
Infor- than in the new car market. Spending units with incomes of less than 
on a $5,000 (80 per cent of all spending units) accounted for 86 per cent 
narily of those buying used cars and 46 per cent of those buying new cars. 


d the The use of instalment credit in buying major household appliances 
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and furniture is common among all income groups except the highest 
and lowest. While only 5 per cent of the spending units having 1950 
incomes of less than $1,000 and about ro per cent of those having 
incomes of $7,500 and over made credit purchases of durable goods, 
20 to 30 per cent of each intervening income group made credit pur- 
chases of these articles. At least half of all buyers of these durable 
goods who had incomes of less than $5,000 used credit. 

Perhaps too much stress is placed in many discussions of the use 
of consumer credit and the effects of credit regulation on income 
and not enough on other relevant factors. Durable goods purchases 
are much more common, for example, among younger households 
than among older groups. In 1950, about three-fifths of spending 
units headed by persons less than forty-five years of age and includ- 
ing one or more children purchased at least one item of furniture 
or a household appliance. It is probable that the net expenditures 
of these younger groups constitute a relatively higher proportion of 
the total because in many instances they have not previously owned 
such household equipment and therefore do not have trade-ins to 
offset part of the purchase price. 

Young families not only used credit more frequently but in larger 
amounts than other types of consumers. Such widespread use of 
credit may be largely explained by the bunching of expenditures 
involved in setting up housekeeping, providing for a growing fam- 
ily, and acquiring major consumer durable goods. Consumer units 
of this type are specially dependent upon consumer credit, not only 
because their incomes are relatively low, but also because of the 
unusually large volume of expenditures that consumers wish to make 
in this initial stage of family life. For consumers who try to buy as 
much as they can manage, restriction of credit opportunities prob- 
ably results in an immediate reduction of expenditures because of 
curtailment of buying capacity and because of the necessity for 
some net repayment of the more liberal credit they have outstanding. 

Survey data also show that in some instances consumers buy on 
credit even though they have substantial liquid asset holdings. In 
order to maintain liquidity or to preserve their “nest eggs,” a sub- 
stantial number of people prefer to utilize credit rather than to 
draw on their own liquid assets. In early 1951, approximately one- 
half of all consumers with some short-term debt had liquid assets 
equal to or greater than their debt. It is among the substantial group 
of credit users who use debt as an alternative to drawing on liquid 
assets that restrictions on credit might be expected to have a more 
limited impact. 
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REGULATED TERMS AND ACTUAL CAR BUYERS 


By studying the incomes and liquid assets positions of persons 
who actually bought cars during the period of the 1951 survey, it 
is also possible to get some rough idea about the vulnerability of 
potential buyers to varying sets of credit terms. Although the Sur- 
vey of Consumer Finances is based on a relatively small number of 
cases, it is possible to estimate roughly how many persons who 
bought cars in the first nine months of 1950 before the regulation 
was reissued presumably bought them on terms more liberal than 
those subsequently imposed under the regulation. 

About 30 per cent of an estimated 3.5 million spending units 
buying a new car in the first three-quarters of 1950 purchased on 
terms more liberal than those presently provided by the regulation. 
Among the five million buyers of used cars during this earlier period, 
about 23 per cent received terms more lenient than those now in 
effect. Limiting the tabulation to those who used credit in connec- 
tion with their purchase of an automobile, the regulations would 
have affected in some manner 60 per cent of the new car buyers using 
credit and 40 per cent of those who bought used cars on credit. 

Looking only at the maturity side of the contract, the present 
eighteen-month terms would have been more effective among new 
than among used car buyers on credit. Nearly three-fifths of the 
new car credit buyers were making payments over a period exceed- 
ing eighteen months and only one-fifth of the credit buyers of used 
cars had more than eighteen months in which to pay. As far as the 
one-third down payment requirement is concerned, a larger portion 
of used car buyers would have been affected than of new car buyers. 

Having determined the frequency of spending units whose pur- 
chase of a car would have been affected by the terms of the regula- 
tion, it is also possible to do some rough estimating as to its impact 
in excluding marginal buyers from the market or obliging them to 
buy a less expensive car than the one they did buy. 

The income and liquid asset data of spending units which bought 
a car during the first nine months of 1950 were examined to ascer- 
tain whether those persons could have bought that car under the 
present terms of the regulation. A rough rule-of-thumb was used to 
determine this by saying that the monthly payment should not ex- 
ceed one week’s disposable income. The value of a trade-in, if any, 
and liquid assets above $200 of these spending units were taken into 
account as being means by which the spending unit could reduce 
its monthly payment to a level meeting the rule-of-thumb ratio of 
income to instalment payments. 
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Under these standards it was estimated that about 6 per cent of 
the new car purchasers in the first three-quarters of 1950 were suf- 
ficiently vulnerable to the present terms of the regulation to have 
been obliged to withdraw from the market or to downgrade their 
purchase. In the case of used car buyers, an estimated 14 per cent 
would have found it difficult to meet the present terms of the regula- 
tion for the particular car which they bought. For both new and used 
cars, the regulation apparently affected approximately the same 
proportion of credit buyers in each broad income group. 

In making the foregoing test, many cases were found, especially 
among buyers of lower priced used cars, where less than 30 per cent 
had been paid down, but the spending unit repaid or could have 
repaid the balance within a fairly short period. Considering only 
those used car purchasers paying less than 20 per cent down and 
having assets insufficient to raise the down payment to the required 
level as being vulnerable to the regulation, the 14 per cent figure 
mentioned above was reduced by about half. 


EFFECT OF THE REGULATION ON OUTSTANDING CREDIT 


A final aspect of the impact of credit regulation on consumer 
spending relates to its effect on instalment credit outstanding. As 
Professor Haberler showed in his study of consumer instalment credit 


and economic fluctuations, made some years ago, the most meaning- | 





ful measure of the net contribution of instalment credit to total con- | 


sumer spending is net change in credit outstandings. When net credit 
change is positive, instalment credit is an inflationary or stimulating 
factor. When net credit change is negative, instalment credit is a 
deflationary or contractive factor. The matter for consideration here, 
therefore, is whether credit regulation can be shown to have had a 
determinable impact on net credit change, an impact in other words 
susceptible of measurement. 

This matter, though of vital interest, need not be dealt with here 
at length. The simple fact is that given a level of current spending 
and the data on changes in average credit terms, it is possible to 
apply the mathematical relationships of down payments and maturi- 
ties to outstandings, and to measure the effects of the regulation on 
credit outstanding. 

This process can be briefly illustrated. If, for example, new auto- 
mobile credit is being granted at the rate of $500 million a month, 
and if a regulation is adopted that has the effect of reducing average 
maturities on new car contracts from twenty months to fifteen 
months, and of increasing down payments from 40 to 45 per cent, it 
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can be shown that the existence of the regulation for a year would 
reduce the volume of instalment credit outstanding by nearly $1 
billion in this segment alone. This reduction is merely the mechan- 
ical result of the changes in terms and does not take into account 
any reduction in the volume of instalment sales that might result 
from the effect of the more restrictive terms. 

There is another way to express the effect of the change in terms 
in relationship to the amount of credit outstanding. Taking the ac- 
tual volume of sales during the past year under Regulation W from 
October, 1950, through September, 1951, if the average maturity of 
credit granted during that twelve months had been on the same 
terms as in the period just preceding the reissuance of the regula- 
tion, and if the preregulation proportion of instalment sales to total 
sales prevailed throughout the period, what would have been the dif- 
ference in the amount of credit outstanding at the end of the period?* 

The total amount of instalment credit outstanding declined $188 
million during the year ending September, 1951, but under the fore- 
going asumptions regarding a continuation of preregulation terms 
on the same volume of sales there would have been an expansion 
of instalment balances of approximataely $1.9 billion. In other 
words, a net difference in outstandings of $2.1 billion is a measurable 
effect of the regulation on the amount of credit outstanding. 


SUMMARY 


From the findings of this paper, the following conclusions are 
warranted: 

1. The imposition of credit regulation does have a measurable 
impact on average terms for instalment contracts. 

2. Because a substantial proportion of consumer durable goods 
are bought on instalment credit, regulation of this area has a signif- 
icant effect on consumer spending. 

3. While there is a presumption that credit regulation would work 
to reduce the proportion of credit sales, simple data on proportions 
of cash to credit sales may not show this since these proportions are 
affected over time by other important variables. 

4. Data on income and liquid asset holdings for those who use 


3. In computing the effect under these assumptions, the average proportion of in- 
stalment sales to total sales for the first half of 1950 was used as indicating the pre- 
regulation level. Estimated repayments on new credit granted during the period were 
adjusted to the preregulation level by the changes indicated by the survey of terms. 
In both cases adjustments were applied only to the estimated proportion of instalment 
sales subject to regulation. 
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consumer credit are available for rough estimates of the impact of § 
the credit regulations on broad economic groups. 

5. The impact of credit regulation on aggregate consumer spend. [ 
ing can be measured by accompanying effects on net changes in credit 
outstandings, that is, by net changes different from what current eco- 
nomic conditions might have produced in the absence of regulation, 
The impact might be merely to dampen positive (inflationary) net 
changes or it might be to convert positive into negative (deflationary) 
net changes. 

Not many years ago, the economist and statistician would have had 
to analyze the impact of credit regulation almost entirely on a priori 
grounds. Today, he has a very considerable body of empirical evi- 
dence on which to draw, both for checking a priori insights and for 
providing observational views. In short, considerable progress has 
been made over recent years in developing information relevant to 
the problem posed for this paper. We may grant that the task of 
measuring such impact encounters many difficulties and that em- 
pirical conclusions derivable to date fall far short of perfection. But 
the situation is one of progress and one need not despair that the 
subject is incapable of approach through the application of statis- 
tical tools. 
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DISCUSSION 


Reavis Cox:* At the outset let me say that we should all take 
satisfaction: from the steady improvement Mr. Holthausen’s paper re- 
veals in the data available to analysts of consumer credit. A few years 
ago, anyone who wanted to study the effects of regulation upon con- 
sumer credit had to go largely by a priori reasoning from fragmen- 
tary or assumed facts. The data still have important gaps; but much 
progress has been made toward filling them. 

Young and Fauver touch lightly upon various controversial mat- 
ters; I believe we shall gain nothing here from bringing them up into 
greater prominence. I also shall say little about the specific statistical 
techniques they use. It is enough to call attention to some doubts that 
arise as to whether the data they collect are adequate samples of the 
universes they are supposed to represent. The use they make of aver- 
ages to show changes over time raises some questions, possibly be- 
cause the discussion is greatly condensed. There is reason to doubt 
whether they have succeeded in isolating governmental control of 
credit terms as an influence upon spending. In their own paper, a 
quick count shows, at least sixteen different variables are mentioned 
as having an influence on consumer spending. The technical problem 
of isolating the particular one of these in which we are interested 
is by no means simple. 

Most obviously questionable among the techniques used is that of 
evaluating regulation by reference to written terms rather than col- 
lected terms. For purposes of control, an administrator must restrict 
what goes into the contracts; but the economic and social conse- 
quences of his regulations are determined by what creditors really do 
during the life of the contract. The Reserve Board would do well to 
evaluate the impact of its regulations by looking at samples of paid- 
out contracts, as well as at those that have been newly written. 

In addition to these matters of technique, I wish to call attention 
to three matters of concept and definition that seem to me to need 
some clarification. First among these is the concept of consumer 
spending. If I follow their discussion correctly, Young and Fauver 
adopt the common practice of taking spending to be equivalent to 
flow of purchasing power from the consumer into the economic sys- 
tem. Their operational definition holds both of these to be equivalent 
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to entry of transactions (or of credit) on retailers’ books. In prac- 
tice, however, these three events are by no means identical. For ex- 
ample, we could conceivably have an absolutely regular flow of a con- 
sumer’s purchasing power into the system, a uniform amount being 
paid the retailer out of each pay check, even though the transactions 
were arranged and recorded in quite irregular “lumps” or “bulges.” 
In fact, it is characteristic of the market for consumers’ durables 
that purchases are much less regular than payments. The distinction 
between purchasing and paying is very important for purposes of 
control. The economic results one visualizes as flowing from the sale 
of durables on instalments may differ widely according to which of 
these is identified with spending. 

I also feel that more attention should be given to the economic 
significance of the timing of transactions as distinct from the timing 
of payments. The lumping of values into large single transactions 
may be felt most severely in the stages of production that precede 
retailing. It is in these earlier stages that the value of the. ultimate 
product accumulates step by step. To be fully effective, within limits 
set by the nature of durables, controls may have to be imposed at 
these earlier levels rather than upon retailing. Furthermore, the con- 
trols needed for new goods that accumulate their value in successive 
steps of production may be quite different from those needed for 
used goods that come back into the market from consumption in one 
step. In any event, we certainly need a better study than has thus far 
been made of the sequences in which the funds spent to produce 
durables move into the flow of spending, and of the extent to which 
the credit granted to consumers represents merely a transfer of credit 
already written at earlier stages. 

Finally, effective study of the controls we have under consider- 
ation here requires a clearer statement than we have thus far had of 
precisely what variations in consumer spending (however defined) 
it is proposed to control. At times Young and Fauver seem to be con- 
cerned with curbing or stimulating the aggregate amount of spending, 
especially the amount by which spending is stimulated or curtailed 
through changes in the volume of bank loans outstanding. At other 
times, they seem to be thinking primarily of the distribution of 
spending over kinds of goods, over time, and over classes of con- 
sumers. Whether all of these variables can be controlled effectively 
by instruments so crude as minimum down payments and maximum 
terms of repayment is doubtful. Certainly, the effects cannot be 
measured without deciding specifically which of these variables is 
supposed to be affected and in what directions. 
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As I said at the outset, the Board has made much progress in as- 
sembling data to meet its needs. If the control of consumer credit 
continues to be one of its functions, we can well hope that it also 
will be able to deal creatively and effectively with difficulties of the 
sort I have noted here. 


AvraAM KiIssELcoFrF:* I received the paper prepared by Ralph 
Young and Clarke Fauver with the “traditional” delay which de- 
prived me of the privilege of studying it with the deserved attention. 
My discussion, therefore, will be restricted to general remarks about 
the problem under consideration which I will try to support by some 
empirical findings drawn from the paper. 

The determination of the impact of consumer credit controls on 
spending obviously is an ambitious project.’ Because of the complex 
structure of our economy and the simultaneous mutual influence of 
the multitude of factors entering economic processes, the evaluation 
of the separate effect of one economic factor upon another has 
always constituted an arduous task. Given our modest degree of 
knowledge of economic interrelationships and the imperfection of 
analytical tools in our possession, this task has very little chance 
of being carried out successfully if it refers to economic conditions 
substantially different from those upon which our economic knowl- 
edge is based. For this reason it does not seem to me a sufficiently 
rewarding occupation to attempt to appraise the effect of consumer 
credit controls on spending during the war and immediate postwar 
years, a period which was characterized by a severe shortage of 
durable consumer goods and generally abnormal conditions. My re- 
marks, therefore, will be related to the most recent consumer credit 
contro! experience which started in September, 1950, and which has 
developed under conditions which, although being far from normal, 
nevertheless, lack the most disturbing features of the war economy. 

The performance of Regulation W can be properly analyzed only 
in the light of its objectives and the techniques used for the imple- 
mentation of these objectives. 

The objectives of Regulation W in 1950 are actually the same as 


* Bank of New York and Fifth Avenue Bank. 

1. Consumer credit Regulation W already has a history. It was first introduced in 
the fall of 1941 for the purpose (a) of helping to check inflation, and (b) diverting 
the necessary materials used in the production of durable consumer goods to defense 
industries. It was sought to do this through the tightening of credit terms. In Decem- 
ber, 1946, instalment sales of, and loans on, all but twelve major categories of consumer 
durable goods were freed from controls. In November, 1947, Regulation W was 
abolished only to be reinstated in September, 1948, as a measure of restraint on boom 
conditions. In June, 1949, Regulation W expired. The outbreak of war in Korea led to 
the reimposition of Regulation W in September, 1950, which is still in effect. 
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those formulated in 1941 when this regulation was first introduced, 
namely (a) to help the reduction of inflationary pressures in the 
economy through the decrease of purchasing power available in the 
form of credit for the purchase of durable consumer goods, and (b) 
to hold down the demand for durable consumer goods in order to 
facilitate diversion of critical materials to defense production. The 
monetary authorities expected to achieve these objectives by tight- 
ening the non-financial credit terms, in other words, down-payment 
requirements and the length of instalment contracts. 

Quite often an increase in instalment credit outstanding is pre- 
sented as a direct contribution of such credit to consumer expendi- 
tures by the amount of its increase. Needless to say, this is mis- 
leading when stated without proper qualifications. It implies that 
when they are denied credit consumers (a) cannot draw upon other 
than instalment credit funds, and (6) that they will not save the 
necessary amounts for the purchase of desired goods. 

In 1950 instalment credit outstanding exhibited an increase of $2.6 
billion which represents about a 20 per cent increase in consumer 
expenditures. Moreover, the paper suggests that in the absence of 
Regulation W, outstandings would have been $2 billion higher at the 
end of July, 1951. This difference between the actual and the esti- 
mated outstandings in the absence of Regulation W represents what 
might be called the “technical” effect on the demand for credit of 
both the increase in the down-payment percentage and the shorten- 
ing of instalment contracts, and it is based on the conservative as- 
sumption that more stringent credit terms did not prevent consumers 
from purchasing durable consumer goods. 

Obviously, when the economy is subject to strong inflationary 
pressures, the role of consumer credit controls, if they are to play 
any part in such a situation, consists not in the reduction of credit 
outstanding per se but in the reduction of the purchasing power of 
consumers in order to decrease consumers’ competition for goods. 
Thus, the choice of the assumption underlying the calculation of the 
“technical” effect of consumer controls on outstandings does not 
seem to be of great help in the analysis of our problem. There are 
convincing indications that consumers tried, and presumably suc- 
ceeded, in carrying out their purchasing plans after the reimposition 
of Regulation W. When averages of down-payment percentages be- 
fore and after October 16, 1950—the date of the credit terms’ tight- 
ening—are compared, it is found that actual averages of down-pay- 
ments by consumers for all durable consumer commodities in the 
latter period were not only higher than in the former, but were con- 
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sistently above the minimum required by the regulation. This sug- 
gests that consumers were not discouraged by stricter terms. They 
drew upon their liquid assets or savings or both, and made down- 
payments above the required minimum so that monthly instalment 
payments would be compatible with their income despite the short- 
ened maturities. In all fairness I should mention, however, that the 
rise in actual averages of down-payment percentages after Octo- 
ber 16 could also have occurred because of the elimination from the 
market for durables of consumers who used to make small down- 
payments and who could not meet the new, more stringent credit 
term requirements. The latter hypothesis does not seem, however, 
very plausible since after the introduction of Regulation W, but 
before October 16, consumers had a tendency to make down-pay- 
ments which were on the average higher than was required. This, 
of course, indicates the availability of sufficient funds in the hands 
of consumers for this purpose and that down-payment requirements 
were not an important constraint on purchasing. Moreover, the Sur- 
vey of Consumer Finances for the year 1950 indicates that consumers 
made extensive use of their liquid assets to finance purchase of dura- 
bles. These facts lend support to the thesis that Regulation W was 
not a significant deterring factor to the expansion of the volume of 
consumer purchases of durables and that its re-enactment resulted, 
in all probability, mainly in the activation of idle cash balances or 
liquid assets in general held by consumers. It may be observed, how- 
ever, that if the consumers would have tried to maintain the rate of 
their credit purchases unchanged for a considerable period of time, 
Regulation W would have finally exerted its depressing influence on 
these purchases, because at a certain point of time liquid assets of 
consumers would have fallen to an irreducible minimum and thus 
could not have been used any more as a source of funds for down 
payments and new purchases. In the evaluation of the time required 
for the consummation of this process it is important to keep in mind 
that a paucity of purchases of durables by consumers implies a con- 
tinuous turnover of consumer purchasers. It is clear, however, that 
Regulation W was not reintroduced in September, 1950, with the 
intention of obtaining a delayed effect on consumer expenditures. 

If our interpretation of facts is correct, it will be in agreement 
with the general a priori proposition that, in order to be effective, 
instalment credit controls, whether as an anti-inflationary measure 
or not, require a detailed knowledge of factors affecting the demand 
for instalment credit and their quantitative effect on such demand. 
This is essential if these controls are designed not for the purpose 
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of achieving a substantial contraction of the volume of purchases 
through an outright total suppression of instalment credit, but to 
reduce purchases by tightening of credit terms with the view of ob- 
taining a decrease in the total purchasing power of consumers by 
some precise amount. 

Regulation of the volume of consumer instalment credit through 
changes in the non-financial credit terms means a change in the 
amount of credit rationed per purchased commodity or per person. 
How strict should down-payment and maturity requirements be in 
order to produce purchases on credit smaller by $3 or $4 billion than 
they would otherwise have been? It is sufficient to raise this question 
in order to realize the complexity of the task with which the regula- 
tory body is faced. Obviously, decisions about changes in the ra- 
tioned quota of credit per type of commodity or person should take 
into account, as the authors of the paper have pointed out correctly, 
such factors as levels of income and savings and their distribution; 
prices of durables and cost of living; stock of durables in the hands 
of consumers, age distribution of the stock, and many other relevant 
factors. Timing and expectations of consumers should also be ele- 
ments in these decisions. The great importance of the last two factors 
can be illustrated by recent experience. Regulation W was reinsti- 
tuted on September 18, 1950, three months after the outbreak of war 
in Korea. During this period of time consumers, remembering World 
War II shortages of durables and their price rise, greatly increased 
their purchases. Obviously the highly publicized intention of the 
monetary authorities to reimpose Regulation W reinforced consumer 
expectations in the same direction and thus created an additional 
stimulus for purchases on credit. This situation continued without 
great change even after September 18—the date of the reimposition 
of controls—to October 16, because of the relatively too liberal credit 
terms prevailing at that time. 

The measurement of the impact of consumer credit controls on 
spending is a multivariable problem. In spite of the fact that not all 
of the information available on this problem is adequate, it does 
seem to be sufficient to give hope that an intensive exploitation 
of this information can throw light on the question whether or not 
the rate of spending by consumers, after accounting for the influence 
of the most important factors affecting it, decreased as a result of 
credit controls. It may be observed in passing that, since changes in 
the volume of spending reflect the “economic” effect of the regu- 
lation, it is a little puzzling why the authors of the paper omitted 
in their analysis the use of the credit-granted data which is directly 
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related to spending. Moreover, it seems to us that the consideration 
of the relationship between even a few aggregative variables of stra- 
tegic importance could be useful in this discussion. 

The last point that I would like to discuss is whether or not Regu- 
lation W is responsible for the stagnant state of the used car market 
and its effect on the demand for new automobiles. A hypothesis is 
advanced that the tightening of instalment credit terms forced many 
consumers in the low-income brackets from the market for used cars. 
As a result, an excess of the supply over the demand for used cars 
was created, prices of used cars fell, and purchases of new cars were 
depressed, because of the lesser attractiveness of “trade-in” oper- 
ations. The only defect of this hypothesis is that it does not seem 
to be correct. Prior to the reintroduction of Regulation W, con- 
sumers had already absorbed about twenty million of new automo- 
biles which, even after a mass-scrapping of old cars resulted in an 
ample supply of second-hand cars. The “buying spree” after the out- 
break of war in Korea led to the abnormal accumulation of a stock 
of used cars in the hands of consumers. All this and an additional six 
million new cars purchased by consumers since Korea which released 
for the market a great number of used cars in combination with a 
decrease in inflationary pressures explains, in our opinion, the situ- 
ation of the market for second-hand automobiles. 

It may be observed, however, that any attempt on the part of the 
regulatory body to influence the demand for new goods through 
tightening credit terms for the purchase of second-hand goods should 
be discouraged. New goods as the most expensive goods are usually 
purchased by consumers in the higher-income brackets and although 
some of them might change their purchasing plans because of the 
more restrictive credit terms, the great majority of them will not. 
On the other hand, the harmful effect of stringent credit terms on the 
market for used goods can be great. 

My remarks are not directed against the use of credit controls in 
general as an anti-inflationary measure. I would be the first to re- 
gret it if they were so interpreted. Under conditions of great eco- 
nomic emergency, like those that existed during World War II, any 
decline in purchases of consumer durables provoked either by a mild 
or drastic tightening of credit terms probably would be a salutary 
action. However, at present, when our economy is in a state of pre- 
carious balance—indeed, it is heavily dependent on defense expendi- 
tures—the administration of consumer credit controls puts a particu- 
lar responsibility on the shoulders of those who have the responsi- 
bility of administering it. In judging the policy of the Federal Re- 
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serve Board with respect to consumer credit we should not overlook, 
however, that the research staff of the Board works under various 
kinds of pressures and quite often is forced to reconcile contradictory 
interests. It certainly deserves our sympathy and support in its diffi- 
cult undertaking. 


Wa Lace P. Mors:* I believe we can all agree with Mr. Holt- 
hausen on the importance of having adequate consumer credit sta- 
tistics. He has made a number of specific suggestions for improving 
the figures now compiled monthly by the Board of Governors of the 
Federal Reserve System. These suggestions fall into four broad cate- 
gories. They are: (1) eliminate non-consumer credit items now in the 
statistics, (2) add consumer credit items not now covered, (3) bring 
benchmark figures up to date, and (4) expand and improve the re- 
porting samples used to project benchmark figures. 

Proper understanding of these suggestions requires that they be 
treated in the context of Mr. Holthausen’s paper as a whole. Having 
grown up with consumer credit statistics, he has a greater compre- 
hension than most of us of the tremendous conceptual, technical, and 
practical problems involved in building a consumer credit series. He 
recognizes that important achievements have been made since the 
series was started. Thus both his suggestions for improvement and 
the tone in which they are made are on the whole constructive and 
expansive, not destructive and contractive. 

Speaking on the same subject a year ago, Mr. Homer Jones said, 
“Altogether, we think the present consumer credit statistics, imper- 
fect as they are, may be pretty good for the major uses to which they 
are put. Nevertheless, there is plenty of room for improvement, as 
I’m sure you will agree.”’ Judging from the rest of Mr. Jones’s 
speech, the Board of Governors is aware of many, if not most, of the 
statistical problems which Mr. Holthausen has outlined so clearly 
today. 

Mr. Holthausen believes that his suggestions probably would cause 
no great change in the total estimated amount of consumer credit. 
The $2-billion downward revision in the series last year should 
be recalled at this point. Prior to that downward revision, a number 
of members of the financing industry claimed that the consumer 
credit figures were too high. It will be interesting to learn whether 
they agree with Mr. Holthausen’s conclusion that further revisions 

* Western Reserve University 

1. Homer Jones, “Measurement of Consumer Credit,” in Consumer Credit Today, 


University of Illinois Bulletin, XLVITI (June, 1951), 95. Mr. Jones is chief of the Con 
sumer Credit and Finances Section of the Federal Reserve Board’s Research Division 
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will probably cause no appreciable change in the over-all level. 

Mr. Holthausen’s suggestions would, as he notes, change the levels 
of the five major components of the series. Charge account credit 
would fall and single payment loans would rise. Whether the other 
three categories would rise or fall is not determinable from his paper. 
These categories are instalment cash loans, instalment sale credit, 
and service credit. 

It is always possible, of course, to make further improvements and 
refinements in any statistical series. At least two factors must be con- 
sidered in determining the advisability of making any given improve- 
ment. The first is the cost and effort involved. Mr. Holthausen has 
discussed the importance of this factor in limiting improvements at 
several points in his paper. No added comment is needed here. 

The second factor concerns the uses to which the statistics are put. 
Mr. Holthausen does not cover this point directly. Mr. Jones offers 
the following opinion on the subject, ““We don’t know all the different 
uses people make of these statistics. But we believe that, for most 
practical purposes, the focal point of interest is in direction of change 
in consumer credit, rather than in the absolute levels of credit bal- 
ances. ... Qur guess is that the present series measures these direc- 
tional changes with sufficient consistency, and hence accuracy, for 
most purposes.’* To the extent that Mr. Jones’s belief is correct, the 
pressure for revision and improvement is weakened though not elimi- 
nated. His belief needs to be tested. 

Subject to the reservation just mentioned, I am in agreement with 
the general tone of Mr. Holthausen’s paper. I would like to use the 
remainder of the time at my disposal to comment and elaborate on 
three points. 

The first of these concerns the definition of consumer credit. Some 
definition is necessary. The one now used is based on the traditional 
economic distinction between consumption and production. I know 
of no more acceptable approach. However, I doubt that any statisti- 
cal agency will ever be able to set up a consumer credit series which 
contains no business or producer credit. All that can be hoped for is a 
minimum of overlapping. 

Mr. Holthausen notes and objects to the suggestion that charge 
accounts be removed from the consumer credit series. The suggestion 
is based on the argument that charge accounts do not mortgage 
future income. Its adoption would require a redefinition of the term 
consumer credit. The new definition would obviously include only 
that credit extended to consumers which mortgages future income. 

2. Ibid., p. 94. 
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This is a highly subjective concept, one which is difficult if not im- 
possible to translate into statistics. It is reminiscent of the type of 
problem tax experts face in trying to set up an equitable tax on 
psychic income. 

Such a definition would create another and more serious difficulty. 
It would hopelessly confuse the already confused relationship be- 
tween statistics and policy in this sphere. Brief discussion of this 
relationship constitutes my second point. 

Someone has said, “Where you cannot measure, your knowledge 
is unsatisfactory and insecure.” It is tempting to reverse this and say 
“Where you can measure, your knowledge is satisfactory and se- 
cure.” I shall resist the temptation and for good reason. To illustrate: 

The Bureau of Labor Statistics has published cost of living sta- 
tistics for years. Its strong points and limitations were and are well 
known to statisticians. During World War II national wage policy 
was in part based on the cost-of:living index. Workers were to be 
granted wage increases which would keep them in line with the cost 
of living. Once they reached the limit it was assumed they would be 
satisfied that rough equity prevailed and press for no further in- 
creases. 

This is not what happened. When workers exhausted their cost- 
of-living wage increases they still pressed on. When the inexorable 
fact which was the index stood in their way they questioned the fact 
and won. The index was revised upward and its name changed. 
Whenever statistics become the handmaiden of policy, statistics are 
in danger. But certainly one of the functions of statistics is to im- 
prove the factual foundation on which to build policy decisions. 

The solution would seem to lie in a careful distinction between 
statistics as such and policies based wholly or partly on statistics. 
Mr. Holthausen is certainly on firm ground in stressing this point 
in his paper. Ideally, I suppose, policy-making and fact-finding 
should reside in different hands. Since this is not the case in con- 
sumer credit, extra caution is required on the part of all concerned 
to distinguish carefully between statistical problems and policy prob- 
lems and to recognize when such distinctions are being blurred. 

My third point concerns the problem of presentation. At present 
the Federal Reserve System divides consumer credit into five main 
categories: instalment sale credit, instalment cash loans, single-pay- 
ment loans, charge accounts, and service credit. The instalment cash 
loan figures are based upon reports from the several types of cash- 
lending agencies. Therefore, the Board’s monthly reports show the 
totals for each type of cash-lender. 
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Included in the commercial bank figures are loans which consumers 
use to buy automobiles and household durables. Should such loans 
be called instalment cash loans or should they be called instalment 
sale credit? The answer conceivably could be either way depending 
on the purpose to be served. 

In this and similar types of situations it is usually not practicable 
for the data to be presented in several ways. In choosing one among 
several ways, the Federal Reserve System should weigh all the fac- 
tors involved. The opinions of interested individuals and organiza- 
tions should be of obvious help in this connection. 

It is clear that, for the most part, my comments are elaborations 
rather than criticisms of Mr. Holthausen’s paper. I think he has 
made an important contribution to promoting better understanding 
both of the consumer credit statistics themselves and the problems 
which must be faced and surmounted if the statistics are to be im- 
proved. 


THOMAS W. RoceErs:* It is a real and pleasant privilege to par- 
ticipate in the discussion of the general subject of “Credit Regulation 
and Consumer Buying,” and more particularly to comment upon the 
paper presented by Messrs. Fauver and Young. In the great tra- 
dition of the American Forum, we are all privileged to disagree, or to 
present our own point of emphasis, but we may do this without being 
disagreeable about it. 

As has been said, this paper does not attempt to marshal or evalu- 
ate articles for or against instalment credit regulation. However, be- 
cause some of the arguments in favor of such control seem to be im- 
plicit in the general discussion, particularly in the introductory por- 
tion of the paper, I would like to call your attention to what I believe 
to be some of the broader and equally important aspects of the im- 
pact of these controls upon consumer buying. 

First, I want to question some of the assumptions implicit in the 
arguments for instalment credit control as an anti-inflationary meas- 
ure; and second, I wish to call attention to some of the social and 
economic costs arising as direct byproducts of the impact of instal- 
ment credit control, which should be considered along with the direct 
impact of such control. 

Time will not permit a detailed examination and evaluation of all 
of the assumptions upon which the arguments for instalment credit 
control are based, but I want to mention briefly two of these assump- 
tions: 


* American Finance Conference. 
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Assumption 1.—Consumer credit adds to the volume of consumer 
purchasing power and as a result, feeds the fires of inflation when 
the volume of consumable goods and services is not correspondingly 
increased. Therefore, the volume of such credit should be controlled. 

Assumption 2.—Selective credit controls, i.e., consumer credit con- 
trols, are valuable as supplementary aids to general credit measures. 
Therefore, they should be a part of the general pattern of credit 
control. 

Now let us examine Assumption 1. In 1950, the disposable income 
of the country was $204.3 billion. Expenditures for consumption 
goods were $193.6 billion with savings of $10.7 billion ($1 billion 
in time deposits). During the same period, instalment sale credit 
outstandings increased by $2,569,000,000, an amount equal to only 
one-fourth of the total savings of the country for the period. Of this 
total increase in instalment sale credit outstandings, automobiles 
accounted for $1 billion. 

With these facts before us we may well ask this basic question: 
How was this volume of increase in consumer credit financed? Was it 
through an expansion of our credit or monetary supply, or was it fi- 
nanced through a transfer of purchasing power from one economic 
group to a group which used credit? The answer, we believe, is: “Out 
of savings during the year or out of a previously accumulated money 
and credit supply.” Some evidence on this point is this: As of the 
end of 1950, equity funds (capital stocks, surplus debenture obliga- 
tions) of non-banking institutions handling instalment credit equaled 
41 per cent of the total outstanding debt held by these institutions. 
The remaining 59 per cent of such outstandings was financed by bor- 
rowings, largely from commercial banks. However, these banks were 
themselves lending “savings” money, or money created by the sale 
of previously acquired government bonds (See the statistics in the 
Federal Reserve Bulletin on increases in time deposits, sale of gov- 
ernment bonds, etc.). 

A careful study of these facts, therefore, reveals that the increase 
in consumer debt in 1950 for one segment of our population was 
financed by the savings of another segment of this population. The 
changed situation represented a transfer of purchasing power from 
one group of persons to another group of persons, with very little, 
if any, met increase in the over-all purchasing power of the country. 
Any “inflation” inherent in the situation had its genesis in the deficit 
financing of government, present or past, or changes in the struc- 
ture of bank credit traceable to this deficit financing. 

In our opinion, this factual situation raises some grave doubts con- 
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cerning the validity of the assumption upon which the purchasing 
power argument is predicated. Any net increase in purchasing power 
seems traceable ultimately to the fiscal policy of government and it 
would seem more appropriate to give emphasis to some of the more 
fundamental considerations inherent in this fiscal policy and the 
management of our central banking system. These, it appears to us, 
have a far greater significance in relation to the over-all consumer 
purchasing power than does the immediate extension of credit to con- 
sumers by the institutions sought to be regulated under existing con- 
sumer credit controls. 

The inadequacies of selective credit controls as effective means of 
deterring inflationary pressures are clearly recognizable when viewed 
against the whole background of governmental fiscal policy and the 
management of our central banking system, and we need not labor 
the point here. In effect, the use of such controls is like turning on 
and off a few spigots instead of manipulating the valve in the water 
main. Social and economic incidence of the so-called selective con- 
trols method of approach makes the burden fall most heavily upon 
the man at the spigot, rather than being distributed over the whole 
economic system. But more about that point later. 

We are all in favor of curbing inflation, but it seems to us that 
in our attempts to curb inflationary forces, we must also be conscious 
of, and conversant with, other aspects of our national economy, so 
that in our enthusiasm to do something about this problem, we will 
not overlook some other equally impelling and important consider- 
ations, for it is possible that we may be confronted with situations 
wherein we have to balance inconveniences or choose the lesser of 
two evils as it were. 

The assertion that consumer credit is subject to wide fluctuation 
leaves the person not familiar with all of the facts, with a distorted 
impression about the relation of this debt to other factors of our 
economy, such as the price level, disposable income, etc. The accom- 
panying table shows the relation between instalment sale credit out- 
standings and disposable income for the years 1929 to 1951 inclusive. 
An examination of this table will show that the fluctuation in the 
amount of this credit outstanding, as a ratio of disposable income, 
is not nearly so wide as the advocates of credit control would have us 
believe through their “quantitative” approach to the subject. For 
instance, the amount of this credit outstanding at the end of 1950, 
as a ratio to disposable income, was still below the ratio which existed 
iN 1939, 1940, and 1941. The application of this method of ratio 
analysis certainly seems to give a more balanced approach to the 








416 The Journal of Finance 


subject than the continued emphasis upon the fluctuation in absolute 
dollar amounts. 

Now we come to a consideration of the social and economic costs 
which arise as a by-product of consumer credit control, especially 


TABLE 1 


SUMMARY OF INSTALMENT SALE CREDIT OUTSTANDINGS 1929-51 AND RATIO 
OF SUCH OUTSTANDINGS AT END OF YEAR SHOWN TO DISPOSABLE 
INCOME THAT YEAR 
(In Millions of Dollars) 





Tota INSTALMENT Auto INSTALMENT Oruer INSTALMENT 
Crepir OurstanDINGs Crepit OuTsTANDINcGS— CREDIT OUTSTANDINGS— 
DIsPOSABLE Enp oF YEAR END oF YEAR Enp oF YEAR 
YEAR INCOME FOR Percentage Percentage Percentage 
ENDING YEAR of Dis- of Dis- of Dis- 
Dec. 31 (BILLions) Amount posable Amount posable Amount posable 
(Millions) Income (Millions) Income ( Millions) Income 
ee 82.5 2,515 3-06 1,318 1.61 1,197 1.45 
See 73-7 2,032 2.76 928 1.26 1,104 1.50 
ESE 63.0 1,595 2.53 637 1.01 958 1.52 
ee 47-8 999 2.09 322 -67 677 1.42 
1933. . 45-2 1,122 2.48 459 1.01 663 1.47 
1934... 51.6 1,317 2.56 576 1.12 741 1.44 
ee 58.0 1,805 3-11 94° 1.62 865 1.49 
ee 66.1 2,430 3.68 1,289 1.95 1,147 1.73 
re 7.2 2,752 3-87 1,384 1.95 1,368 1.92 
1938..... 65-5 2,313 3-53 97° 1.48 1,343 2.05 
3.6% 70.2 2,792 3-98 1,267 1.80 1,525 2.17 
See 75.7 3,450 4-56 1,729 2.28 1,721 2.27 
194! o> 6/68 3,744 4-07 1,942 2.11 1,802 1.96 
1942 > 836.7 1,617 1.39 482 -42 1,135 -97 
1943...-- 132.4 882 -67 175 -13 7°7 -54 
1944.... 147.0 891 -61 200 me 691 -47 
Seek. ..ss 394.2 942 .62 227 mp 715 -48 
1946....- 158.9 1,648 1.04 544 -34 1,104 - 69 
ee. ...+ SS 3,086 1.82 1,151 -68 1,935 1.14 
1948..... 188.4 4,528 2.40 1,961 1.04 2,567 1.36 
1949....- 187.4 6,240 3-33 3,144 1.67 3,096 1.65 
1608....:-< 208.7 7,905 3-90 4,126 2.03 3,779 1.86 
1951 (three 

quarters) 221.1 7,320 3.31 4,17! 1.88 3,149 1.43 


when such control is through a single ceiling on terms and down 
payments, as presently imposed by Regulation W. 

Over the years, the competitive forces of a free market in the auto- 
mobile sales credit industry have established definite price and value 
relationships between new and used cars, and between different age 
groups of used cars. For some of these groups the down payment 
requirements and monthly payment schedules have always been more 
strict than for other groups. Many have not been as liberal as are 
now permitted by Regulation W. 

These established industry groupings and practices, and a number 
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of state laws, have long recognized at least three groups of terms— 
sometimes more—based upon different age groups and price classes 
of motor vehicles, namely, new and recent-model used cars, not over 
two years old; late-model used cars from two to four years old; and 
older-model used cars four years old. 

Regulation in its present form ignores these classes and this his- 
toric pattern, and imposes a single ceiling on terms and a single floor 
on down payments, with the result, as has been pointed out in the 
paper just given, that Regulation W has affected in some fashion 
6o per cent of the new car instalment buyers and 40 per cent of the 
used car instalment buyers (the fifteen-month ceiling on terms af- 
fected an even larger percentage of both new and used car buyers). 
Some of the secondary economic effects of the imposition of this 
single level control, and not apparent in an analysis of the volume 
figures, are these: 

1. For a period of time after Regulation W was imposed, and as 
long as automobiles were made in substantial quantity, the increase 
in commercial financing necessary to carry inventories of new cars 
in dealers’ hands was greater than the reduction in consumer debt 
for automobile purchases occasioned by Regulation W. In other 
words, the immediate result of the regulation was simply to cause a 
substitution of commercial credit for consumer credit. 

2. Purchasers who usually bought new cars or late-model used 
cars, when twenty-four-month terms were available, had to buy 
older-model cars, thus reducing the quality of their transportation 
and increasing their per mile cost. Also, as a result of this changed 
market demand, the older-model cars, which were in shortest supply 
because of no production during the war period, and limited produc- 
tion shortly thereafter, increased in price, and the better quality cars 
came into the hands of the cash buyers and the higher income groups. 

These results call to mind a study made recently by the Brookings 
Institution for the Defense Transportation Administration, in which 
the role of the automobile in our economy is reviewed. I would like 
to digress for a moment to point out some of the findings set out in 
this report. Here they are: 

1. On an average day, one-half of all of the adults in the United 
States ride at least once in an automobile. 

2. Some twenty-two million adults ride to work in an automobile 
on an average day, or use a car on the job. 

3. Expressing car use in terms of mileage driven, 68 per cent of the 
total use is in connection with making a livelihood or shopping. 

4. On an average day, one-half of all of the automobiles in the 
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United States are used in connection with making a living or shop- 
ping. 

In its concluding summary, the Institution, among other things, 
also has the following to say: 

The Principle that essential automobile transportation must be maintained dur- 
ing wartime without new-car production leads to the corollary that every effort 
should be made during the present period of defense build-up to assure maximum 
quality in the peacetime fleet of automobiles. Cars in operation are in effect a 
reservoir of unused transportation which should be maintained at the highest 
possible level. The large volume of unused mileage in the cars operating in 1941 
was a major factor in the successful maintenance of automobile transportation 
during 4 years of no production and the ensuing period of continued automobile 
scarcity. Today the presence of millions of over-age cars in the automobile fleet 
represents an inventory weakness which should be corrected to the extent 
possible. 


These facts and conclusions when taken in conjunction with the 
by-products of consumer credit control, suggest strongly the neces- 
sity for a proper balance between the various forms of control applied 
to different segments of our economy. They also suggest the impor- 
tance of proper timing in the imposition of regulation. 

Messrs. Fauver and Young conclude that the imposition of Regu- 
lation W in 1950 has resulted in a possible decrease in instalment 
credit outstanding in an amount of $2.1 billion over the last year, 
compared with what such outstandings would have been without 
regulation. In the light of present circumstances, there are econo- 
mists who feel that we might have had a stronger defense economy, 
and have been better off inflation-wise in the long run also, if con- 
sumers had been allowed to use these credit facilities during this 
period to equip themselves with the consumer durable goods which 
could have been produced during the period. Actually, as many of 
you know, the federal government, during that period, has had a cash 
surplus. The total money supply of the country has increased but 
little since 1946. Defense production has not demanded all of our 
production capacity. As a matter of fact, we would have been better 
off to have used this capacity to produce, during this period, even if it 
meant more, instead of less, consumer debt. The result of such a 
policy, it seems to us, would have been more goods (automobiles, 
refrigerators, stoves, etc.) into the hands of users, thus providing 
them with a good hedge against possible future periods of shortage 
or scarcity. If this additional consumer debt had been incurred dur- 
ing this period, it would have been discharged during a period when 
consumer incomes are to be higher, when we shall have more defense 
production, and possibly deficit financing. Under such circumstances, 
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the net result would have been increased supplies in the hands of 
consumers, and the diversion of purchasing power to discharge debt 
during a period when we will have stronger inflationary forces than 
we have had during the last year. 

In summary, it seems to us that in the administration of consumer 
credit control such as is represented by Regulation W, consideration 
must be given to the secondary effects of such regulation upon our 
economy, as well as the primary objectives sought to be obtained 
through control. Such administration should not overlook established 
consumer and industry patterns which have been developed through 
custom or the forces of competitive enterprise over long periods of 
time. To impose a disproportionately heavy economic burden upon 
one group in order to accomplish a given quantitative result may not 
be wise administration, even though such immediate quantitative 
results may be demonstrated. Such a policy may lead to a break down 
of enforcement, or a chorus of appeals to Congress to have the law 
changed. 

Hindsight is always better than foresight, we know, but in our 
opinion, the experience to date with consumer credit regulations and 
their impact upon consumer buying has demonstrated that stringent 
and strict controls, unevenly applied, always produce undesirable 
secondary economic and social costs. Some of these costs, perhaps, 
are inevitable under conditions of control, but if we do have controls, 
the aim should be to have the incidence of such costs as widely dif- 
fused over the economy as possible. 

These comments may seem to sound more like politics than eco- 
nomics, but under our form of government, economic theory must be 
tempered with political realism. 

In the mind of John Q. Public, the need for controls, consumer 
credit or otherwise, must be shown, and then justice in administra- 
tion must be demonstrated. This is another way of saying that the 
instalment buyer still feels that he is the best judge of his credit 
needs, and that Mr. Citizen is still the boss in the United States of 
America. 

I hope that we can keep it that way! 








